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FEDERAL RESERVE AND TREASURY RELATIONS* 


W. RANDOLPH BuRGEss 
Department of the Treasury 


I WAS VERY GLAD to accept this invitation because it gave me a 
chance to get back among many old friends and others whose names 
I have seen signed to interesting articles and who are familiar with 
the field in which I now work. In fact, I felt a little bit like a boy 
out of school to come here and meet with you. I suppose it was that 
seductive atmosphere that led me to adopt the title that I have for 
this talk: the relation of the Reserve System and the Treasury. 

A few weeks ago, Emerson Schmidt called my office to find out 
what the title would be, and I sent back that title. He called back 
a few minutes later and asked my secretary if she was sure that 
that was the right title, because that was such a highly controversial 
subject. I sent back word that that was the right title, and that it 
was no longer a controversial subject. In fact, if I can give you in 
tabloid form what I want to say to you, it is exactly that—that the 
question of the relation of the Treasury and the Reserve System is 
not now controversial. We are getting along with amity and with 
understanding, and there is no controversy between the Federal Re- 
serve and the Treasury. 

Now, why did I want to talk about that? Well, obviously there 
has been in this country a considerable misunderstanding about that 
relationship, and it has appeared in the literature and the discus- 
sions of the subject. It has all been lumped together—the hard 
money policy of the administration, without distinguishing what the 


* An address by Mr. Burgess at a joint luncheon meeting of the American Economic 
Association and American Finance Association, Washington, D.C., December 29, 1953. 
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functions of the Treasury and the Reserve System were—and more 
latterly the cynical have said, “Well, they tried the hard money 
policy and debt funding and just decided that it was more popular 
to go back to the old New Deal inflationary methods, and so the 
administration has just turned around and adopted again the old 
inflationary policies,” there again without any appreciation that that 
was lumping together in one ball of wax a group of ideas and a 
group of descriptions of action that did not belong together. 

I am tempted to turn back the pages of history—this will make 
it very dull for my newspaper friends because there is not much 
news in it—and exercise the prerogatives of somebody who has been 
in this field a long time and ramble around a little bit in that history 
to try to shed light, if I can, on the relationship of the Treasury and 
the Reserve System in the history of the past. And of necessity I 
have to be a little personal. 

The System celebrated forty years since the passing of the legisla- 
tion last summer and is now celebrating forty years of the life of 
the System. I have been in very close touch with the System—in it 
or near it—for thirty-four of those forty years. 

Carl Snyder, an old associate of mine in the New York Reserve 
Bank, used to have a phrase. He said, “To be interesting what you 
need is an attitude of cheerful garrulity,” and I shall try to be cheer- 
ful and let you judge whether I am garrulous or not. 

The important and interesting thing that I gather from this swing 
of history is that in the changes in economic fashions—and, after 
all, economists have their fashions just as much as the ladies have 
in their dresses—it seems to me that a very important thing has 
happened: that the wheel has turned and we have swung back 
again to a regard for central banking policy as a major economic 
factor. 

If you want chapter and verse for that, take the statements of 
the Douglas and the Patman committees. I quote from the first page 
of both those documents. This was the Douglas Subcommittee in 
1950: “We recommend not only that appropriate vigorous and co- 
ordinated monetary, credit, and fiscal policies be employed to pro- 
mote the purposes of the Employment Act, but also that such 
policies constitute the government’s primary and principal method 
of promoting these purposes.” 

And the Patman Committee, chaired by someone who certainly 
was not in the old school of classical tradition: “We believe that 
general monetary, credit and fiscal policies should be the govern- 
ment’s primary and principal means of promoting the ends of price 
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stability and high-level employment, and that whenever possible 
reliance should be placed on these means in preference to devices 
such as price, wage and allocation control and to a lesser extent 
selective credit controls, all of which involve intervention in par- 
ticular markets.” 

Now let me very quickly expose to you what seem to me the broad 
periods in this forty-year history. This is not a course on the Federal 
Reserve System, but I think perhaps the outline is as many of you 
give it. 

THE Discovery oF CENTRAL BANKING 


The first episode, perhaps, was the discovery of central banking 
in this country. That dates from the nineties, after the panic of 
1893 and 1896, and goes through the period of the report of the 
Monetary Commission, the Aldrich Commission, and up through to 
the establishment of the Federal Reserve Act. And for a series of 
years we had a study and exposure of the whole history of central 
banking as it appeared in the world. Lombard Street became a 
familiar document in our schools and colleges. The feeling that a 
bank could exist that had a great public interest became imbedded 
in our philosophy. As a result, the Federal Reserve System was 
established. I think, looking back at it, we would say it was a job 
on the whole extremely well done. 

There have been a great many changes in the System, but the 
outlines of it and the general philosophy of it have remained through 
these forty years with relatively little major change. Perhaps the 
principal change has been one of emphasis. All of that early litera- 
ture focused on how you get an instrument to deal with panics; how, 
when the panic has arrived, you deal with it. Now we go back of 
that. The framework constructed at that time was able to carry the 
broader load with some rather modest changes. 


EXPERIMENTATION AND TESTING 


Then we go through a period of the heyday of central banking— 
from the establishment of the Act through until, say, 1933, when 
we had a period of experimentation, a period of testing. In World 
War I, the System demonstrated its utility as a mechanism for fi- 
nancing the war, for providing the funds that were needed. We went 
through that brief panic of 1920, with its tremendous drop in prices, 
and we learned something from it. We went again into the period 
of the twenties and the discovery of the major aspects of Federal 
Reserve policy. I think even today the 1923 annual report of the 
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Reserve System is a standard document that can apply today to 
most of the things we do. We had the period of Ben Strong and his 
policies, which I remember so vividly, where he discovered the mean- 
ing of open-market operations and wrote it down and made it a part 
of the literature of the time; it had not existed before. 

Then we fought through 1928 and 1933 the losing battle against 
the forces of deflation. All of you, I am sure, in courses that you 
may give or things you may write, have your own explanations 
for that. But there it was as part of that period of testing and 
experiment. 


VALLEY OF THE SHADOW 


I would like to suggest that the next period of the history of the 
System and of the relationship of the Treasury and the System 
could be called the valley of the shadow, and that period dates from 
1933 to 1951. It is a period when central banking lost its standing 
in this country to a considerable extent, and abroad as well. 

Swamped in the wave of the Great Depression—for which central 
banking had to take its due share of blame—we turned to the new 
philosophies of Keynes, of consumer purchasing power, of the 
various kinds of controls that you might exercise. We tried to re- 
vise our own system here in the banking acts of 1933 and 1935. 
Fortunately, we did not do too much damage, nor in the main very 
much good, although certain features were added that were helpful. 

I suppose that period came to its apex in the nationalization of 
central banks. During that period, the records of the Patman com- 
mittee showed that in the thirties about four of the banks were 
nationalized and after that, in the forties, there were ten of the 
central banks that were nationalized in terms of turning the stock 
ownership over to the government or making one or another move 
to put the control more directly under the government. Of course, 
the notable ones were the nationalization of the Bank of England 
and the Bank of France, where the Bank of England was under the 
law required to take orders from the Chancellor of the Exchequer 
after consultation with the governor of the Bank—a curious phrase. 
Incidentally, that nationalization law was printed on just a single 
page, but it turned the bank from a private bank into a public 
bank in theory, although in practice the effect has been minor. 

In France, of course, the head of the central bank and the Deputy 
Governor had been appointed by the government for a long time be- 
fore. But the share ownership had been in private hands; that was 
changed over. The council was changed and was appointed by the 
government rather than by the private shareowners. 
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I remember having lunch at the Bank of France. It was a rather 
dangerous experience; I was always sick after having lunch at the 
Bank of France because the food was so good. But I remember hav- 
ing lunch at the Bank of France in 1928 or 1929; the executive 
committee of the council was present with some of the large share- 
holders, and I found them seriously considering whether the franc 
should not eventually go back to its 19 cents instead of the 4 cents 
that it was at that time. And I made a little note at that time that 
that kind of thinking was going to call for some sort of action 
some day. Of course, the nationalization of the bank was a perfectly 
logical step. 

Then we had in this country the long battle—and I think indeed 
it was a battle—for survival of the Federal Reserve System with 
the forces of the government. I remember so well the day in 1933 
or early 1934 when the lawyers from the Attorney General’s Office 
came into the New York Federal Reserve Bank to arrange the 
turning over of the gold from the Bank to the Federal Treasury, 
and the gentlemen who were assigned that purpose certainly did not 
believe in an independent central bank or a bank having any slightest 
shred of independence. And that period of eighteen years, from 1933 
to 1951, was a struggle for survival of our Federal Reserve System in 
the face of a tremendous desire on the part of a great many people 
to bring the Federal Reserve System to heel. And it is greatly to 
the credit of the people in the Reserve System that they were able 
to preserve their very life through that period. 


REVIVAL OF MoNETARY POoLicy 


The period from 1951 on, I would say, could be designated the 
period of revival of central banking policy, of monetary policy, 
not only here but throughout the world. Of course, the most dramatic 
evidence of that was to be found in the European countries. It stands 
out very vividly to me because I visited Germany in 1946 and again 
in 1950. The thing that happened between those dates was the re- 
valuation of the currency and the re-establishment of the German 
currency system after the Dodge Plan, devised by our own Joe 
Dodge, now Director of the Budget. There you saw an economy 
turning from night to day in the space of a few months when a 
sound monetary and fiscal policy was adopted. The same thing 
happened in Belgium; it happened in Italy; it happened in some- 
what less degree in England. But you have had in these past years 
a demonstration of what sound money can do for a country that 
has hardly been equaled in the history of economics. 
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That process has brought out certain of the virtues of central 
banking as almost never before. One thing that has impressed me 
enormously has been the continuity of central bankers. The Bank 
of England in my generation has had three governors—Norman, 
Catto, and Cobbold. While governments came and went, those three 
governors ran the bank; while governments came and went, those 
men stayed in power. 

The same was true to a degree in the Bank of France. There you 
had the names of Moreau, who put the pressure on Poincaré to 
stabilize the franc in 1926; Moret; his successor, Monnick; Baum- 
gartner—a relatively few names, while if you tried to name the 
names of the premiers of France in that period it would be a very 
long list. 

The continuity of those men and their ability, with government 
after government, to insist quietly and persistently on sound mone- 
tary policies was a demonstration of one of the major reasons why 
central banking can be the factor in a country’s economy suggested 
by those quotations from the Douglas and the Patman reports. 


Of course, in this country, in the Federal Reserve Bank of New 


York you have had three governors over this entire forty years of 
the history of that bank—Strong, Harrison, and Sproul. In the 
Federal Reserve Board you have had a great many more leaders 
but a very substantial amount of continuity, carrying on from areas 
of one political complexion to another an emphasis on the mecha- 
nisms of sound finance. 

Here in this country we have had in these years something of 
a miracle. You had a period in which the Federal Reserve System 
was under the dominance of the Treasury and in a battle for its 
independence of existence. I heard it said so many times when we 
discussed that battle over that period that in a battle between the 
central bank and the Treasury, the central bank never wins. In this 
case the Treasury had the backing of the President of the United 
States, but the central bank won the battle. 

Through the accord in 1951, the System again regained its right 
to operate in the money markets in the way that was for the wel- 
fare of the people instead of acting to peg the prices of government 
securities to enable the government to borrow cheaply. It is one of 
the dramatic instances in history where the central bank regained 
the right to exercise its powers. 

That battle was won partly due to what was perhaps in part 
accident but is, I think, a milestone perhaps in the history of 


Federal Reserve and Treasury Relations 7 


finance in this country, and that was the fact of the Douglas and 
the Patman reports. You had two subcommittees of the Congress who 
conducted studies in the area of money and whose reports—gather- 
ing in the testimony of many of you here in this audience today— 
built up a volume on this whole subject of money that is most im- 
pressive. And the reports as they came out educated public opinion, 
and in my judgment, built up a background against which a central 
bank could win its battle with the Treasury and with the ad- 
ministration. 

Well, now, I present those four stages of the Federal Reserve Sys- 
tem just as a method of arranging that history as it sheds light on 
what we have today. What are the conclusions that we can learn 
as to the principles of monetary policy as they face us today? 


PRINCIPLES OF MONETARY POLIcy 


The first principle, it seems to me, is that monetary policies are 
effective; that those quotations that I have read from the Patman 
and the Douglas reports are bolstered adequately by the facts. 

Now, I believe also that if we looked back over that long period 
of history—and I am not going to introduce the evidence today— 
what we would see would be that the effectiveness of a central bank 
monetary policy depends on its action on the up-side of a business 
cycle much more than it does on the down-side. 

The word “inflation,” if you go to Europe, means an entirely 
different thing from what it means in this country. We do not know 
what inflation means. Inflation there has a connotation of economic 
horror that we know nothing about. And we have seen in these 
recent years the effectiveness of monetary and fiscal policy in deal- 
ing with inflation on the up-side of that swing. 

Now, I think the Douglas committee report recognized that in 
its language pretty fully. I just call your attention to a quotation 
from that report: “But we believe that the advantages of avoiding 
inflation are so great, that a restrictive monetary policy can con- 
tribute so much to this end, that the freedom of the Federal Reserve 
to restrict credit and raise interest rates for general stabilization 
purposes should be restored even if the cost should be a significant 
increase in service charges on the federal debt and the greater in- 
convenience to the Treasury in its sale of securities for new financing 
and refunding purposes.” 

Now, of course, that emphasis on avoiding the excesses on the up- 
swing of inflation sheds a little light on the interpretation of the Full 
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Employment Act as an objective for economic policy. The danger of 
the interpretation of that act is that you should interpret it that 
every government agency should always be exerting its efforts to 
push things up; and what I am talking about is monetary policy 
exerting its efforts to keep things from going too fast, because when 
they have gone too fast, the downswing becomes more serious. 

The emphasis there, then, is on living properly and living soundly 
so that you do not get sick. The emphasis is on not going on an 
eight-day jag, rather than on thinking about how you can cure 
yourself after you get through the jag. 

The third point that I would emphasize is that the Federal 
Reserve—Treasury relationship rests on mutual respect and under- 
standing and offers no inherent difficulties. I believe that Senator 
Douglas’ suggestion that good fences make good neighbors is a good 
principle that can be followed without too serious difficulties. 

Incidentally, that is very similar to what was cited as an objec- 
tive in the Republican Party platform: “A Federal Reserve System, 
exercising its functions in money and credit, without pressure for 
political purposes from the Treasury or the White House.” 

There were in those two reports a number of suggestions of mecha- 
nisms for trying to improve the relationship between the Treasury 
and the Reserve System. One was the proposal for a credit or mone- 
tary council that would bring together the chairman of the Board 
of Governors of the Federal Reserve, the Secretary of the Treasury, 
the head of the RFC, the head of the Farm Credit Administration, 
and some of the others, for discussion of monetary and credit prob- 
lems. Now, the difficulty with that, of course, is that it is the old 
organization problem. If you do not like what is going on in depart- 
ments A and B, just put another department on top of them instead 
of trying to cure what is wrong with the relationship of the two 
departments. If the Secretary of the Treasury and the head of the 
Federal Reserve Board do not get along together, you do not help 
that by calling both together and putting them in a meeting with 
a lot of other fellows. 

There is, of course, a great deal to be said’for bringing under 
a general policy some of the other agencies of government, such as 
the Farm Credit Administration, the Housing Administration, the 
Export-Import Bank, the RFC, and so forth. But that is an entirely 
different question from monetary policy. 

Now, the other suggestion made in these reports for dealing 
with this situation was that the Congress should give the Reserve 
System a more clear bill of particulars and define its relationship 
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with the Treasury. I must say that it is a suggestion for which one 
has to have a great deal of sympathy because, as you read the 
Federal Reserve Act, the statement of objectives is not too clear; 
it takes a great deal of interpretation. But the Congress has had a 
couple of whacks at trying to word that. The Board has tried to 
word it two or three times without succeeding. You bog down in 
a welter of meanings of words. You all know the difficulty of trying 
to agree on a statement of that sort. If you compromise and try to 
get it, the result is you usually find it does not apply when the next 
situation arises. So I am inclined to agree with Emanuel Golden- 
weiser’s statement before the Patman Committee that you do not 
need it; if you conduct your business as well as you know how, 
you do not need this extra bill of particulars. 


THE 1953 EXPERIENCE 


Those are the three principles that, it seems to me, arise from our 
experience with the System, and I would like to suggest that our ex- 
perience in 1953 in the operations of the Treasury and the Reserve 
System illustrate exactly the principles that I have cited, and illus- 
trate them in an almost classic way. 

In the first half of the year, there was a bulge in employment, in 
production, in almost all of the economic indices. I asked our people 
to make up a list of the highs that were made in the first half-year. 

Production was at an all-time record. The index of industrial 
production reached a peak of 137 (on the new 1947-49 base) in both 
May and July, 1953, which compares with an average of 124 for 
calendar 1952. (October index is 132.) 

Production was exceeding sales, causing a threatening accumula- 
tion of inventories in the hands of both manufacturers and dis- 
tributors. Total business inventories rose steadily until the end of 
September, increasing from $74.8 billion at the end of the previous 
year to $79.4 billion in September. (October inventories—$79.0 
billion.) 

The high defense expenditures, added to record plant and equip- 
ment expenditures and record consumer expenditures, put serious 
inflationary strains on the economy. 

A continued rise in the money supply, after seasonal allowances, 
together with the prospect of a large federal deficit in fiscal 1954, 
created inflationary pressures in the monetary and fiscal area. The 
privately held money supply at the end of April stood at $192.2 
billion, a new record for the month and $8.4 billion higher than a 
year earlier. (In October it was up $7.1 billion from a year earlier.) 
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Civilian employment was at an all-time record. The pressure on 
the labor supply reduced unemployment to the lowest levels 
since World War II, and forced larger expenditures for overtime 
employment. 

Personal income rose steadily to successive new records. The 
peak was reached in July at an annual rate of $287.5 billion, which 
compares with a figure of $269.7 billion for the previous calendar 
year. 

On top of the high personal income, which reached record levels 
both before and after taxes, consumer purchasing power in early 
1953 was being augmented by a rapid increase in consumer credit. 
Total consumer credit outstanding rose by more than $1.5 billion 
during the first half of the year, when a seasonal reduction is nor- 
mally to be expected. It continued to rise in succeeding months, but 
at a diminishing rate. 

Mortgage lending was also expanding. Non-farm mortgage record- 
ings (of $20,000 or less) in the first half of 1953 totaled more than 
$9.5 billion, or 13 per cent above those in the same period of the 
previous year. 

Business loans continued very high in the first part of 1953, and 
until the beginning of May they showed noticeably less than the 
usual reduction from the December seasonal peak. Total loans of 
all commercial banks increased $1.0 billion from the end of Decem- 
ber to the end of March, as compared with an increase of only $0.1 
billion in the same period of the previous year. 

Expenditures for new plant and equipment reached a new all- 
time record in the first quarter of 1953, and continued to rise sharp- 
ly in the two following quarters as previously planned expenditures 
were carried out. Expenditures in the third quarter were at an 
annual rate of $28.8 billion, in comparison with $27.8 billion for the 
1952 calendar year. 

In the financing of this great volume of new capital expenditures, 
total new security issues for new capital (including both corporate 
and municipal) amounted to more than $7 billion in the first half 
of 1953—an all-time record—exceeding the year-earlier figure by 
4 per cent. 

Total new construction reached a record volume in the first half 
of 1953, and the half-year total was 8 per cent higher than in the 
same period of the previous year. 

Reflecting the inflationary pressures in the economy during the 
first half of 1953, prices of commodities other than farm products 
and foods rose gradually but steadily until midsummer. Despite 
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weakness in farm products and certain other materials due to ex- 
cessive production, the broad all-commodity index rose to the year’s 
peak of 111.0 in September, from 109.6 in the previous December. 

In other words, what you had was the typical period of a business 
boom; and typically that called for a policy of restraint on the part 
of the central bank. It called for a policy of co-operation of the 
Treasury with the central bank in this policy of restraint, and that 
is exactly what was done. 

In the second half-year, the inflationary threat diminished as 
some of the indexes turned down. That was a situation that called 
classically for an easing of the pressures on money, and that again 
is exactly what was done. 

So, I conclude by saying what I said at the start. There is no 
controversy between the Treasury and the Reserve System. There 
need be no controversy. We are both trying to do the same job of 
adapting our policies to the economic welfare of the country, and not 
to shorter aims. 
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CENTRAL BANKING OBJECTIVES, 
GUIDES, AND MEASURES* 


R. Bopp 
Federal Reserve Bank of Philadelphia 


I PROPOSE TO DISCUSS two topics: first, objectives of policy and 
related programs, and second, guides to current operations and meas- 
ures of influence. Both these questions have persisted through the 
history of central banking and it is important periodically to review 
our alternatives so that we may arrive at solutions appropriate to 
our time through the democratic process of informed discussion. I 
do not bring you final answers to either of them. 


I. OBJECTIVES OF PoLicy AND RELATED PROGRAMS 


It should not be surprising that central banks have seldom pur- 
sued policies too far out of line with what the public has really ex- 
pected of them. Fundamental habits of thought usually change 
slowly and central bankers are influenced by the same forces that 
affect the population of which they are a part. Serious conflicts 
have arisen only occasionally when the views of central bankers 
have been influenced too slowly by heresies that became respectable. 
During most of their histories, however, central bankers and the 
great majority of the people have held similar basic views. The 
public at times has expected too much but more frequently has 
been charitable when achievement has fallen short of expectation. 

Neither the desires of the public nor the objectives actually pur- 
sued can be defined precisely, and the rough correspondence be- 
tween the development of the two is not primarily a matter of 
deliberate design. By and iarge, it seems to me that observers 
have been bolder than the practitioners to innovate. One need only 
contrast the observations and analyses of Henry ‘rhornion with the 
practices of the Bank of England under the governorship of his 
brother Samuel to see what I have ir mind. Beiore we become too 
enamored of the observer and too critical of the practitioner, how- 
ever, we should remember that boldness should come more easily 
to the outside observer than to the resp .sible practitioner and 


* An adaress by Dr. Bopp at a regional meeting of the American Finance Association 
in New York City on October 23, 1953. 
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that it is not all observers but only those whom subsequent de- 
velopments have vindicated who might have improved on practice. 
Contemporary observers have almost always included not only such 
experts but both reactionaries and crackpots as well. Unfortunately, 
time is needed to place each into his appropriate category.’ 

It is difficult to ascertain the objectives that have actually been 
sought by central banks. They are seldom announced with precision 
and must usually be inferred from specific acts. A few outstand- 
ing practitioners have developed their thought and conduct system- 
atically and with appreciation of the evolutionary character of cen- 
tral banking. At times, however, central banks like other institu- 
tions—including universities—seem to have had no conscious ob- 
jectives but seem to have acted either on the basis of precedent 
and routine or empirically as detailed issues pressed for solution. 
Even when objectives have been announced, the verbal evidence 
may be difficult to interpret. Real identity of thought may be ob- 
scured under variety of expression and significant differences may 
be covered by identical phrases. 

The precise development of central banking policy in the interest 


1. Perhaps each will be placed into his final category only at the end of time! Con- 
sider, for example, the possible changing classification through time of Thomas Attwood, 
a banker of Birmingham, who testified before the Parliamentary Committee on the 
Bank of England Charter in 1832 as follows: 

Q. 5639. “Then what you propose as the new standard, is not gold, but a definite 
quantity of wheat?—If we must have a gold standard, which I think by no means 
suitable to our artificial state of society, I should think it wise and prudent to adopt 
such a standard as would preserve such a plenty of money as should keep the bushel 
of wheat at 10s. 

Q. 5640. Is not that equivalent to making the standard of value, not gold but wheat? 
—It certainly has a tendency to bring in new principles in aid of the ancient standard, 
or rather it creates a new metallic standard of value. 

Q. 5641. Would not those principles entirely subvert the ancient standard ?—I think 
they probably would. 


Q. 5758. Do you consider that so long as there exists a labourer in the country not 
fully employed, an increased issue of currency may be made with advantage, whatever 
it be?—As a general principle, I think, unquestionably, that so long as any number of 
industrious honest workmen in the Kingdom are out of employment, supposing such 
deficiency of employment not to be local but general, I should think it the duty, and 
certainly the interest, of Government, to contiuuc ‘he depreciation of the currency until 
full employment is obtained and general prosperity 

Q. 5759. What is your test of full employment ?---It is difficult to obtain an absolute 


0. 5760. If you have not an absolute test to which you can refer, may not the princi- 
ple you recommend !ead to an indefinite depreciation, since different persons, and differ- 
ent ministers, and different Governments, will have very different notions with respect 
to what full employment means?—I think not, every one considers that full employ- 
ment certainly existed in 1825. 

Q. 5761. Were there no persons unemployed in 1825?—I think no honest man. 

Q. 5762. Would you have the depreciation go on as the population increased ?—I see 
no necessity for that, whether we have got the present state of population, or double 
its number, a just state of the currency would employ them all.” 
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of the general welfare has not been planned, systematic, or even 
orderly. Older central banks were founded to make profit. It was 
not until the suspension of cash payments at the time of Napoleon 
that Henry Thornton, whose book on paper credit and speeches and 
testimony before Parliament and its committees will always remain 
a monument to his breadth of view, demonstrated that the Bank of 
England had peculiar obligations because of its unique position in the 
banking system. The Bullion Committee in 1810 took a similar 
position, but their views were not popular at the Bank and ap- 
parently had little immediate influence on its policy. In 1832, how- 
ever, J. Horsley Palmer, the governor, recognized that the Bank of 
England had responsibilities unlike those of other banks when 
he said that it should limit its discounting to times of discredit. 
Nevertheless, the Bank Act of 1844 was based on the proposition 
that the Bank should have no discretion in its Issue Department 
and that it would best promote the public interest by seeking its own 
gain in the Banking Department. There were such interruptions in 
the development of central banks as public institutions; but by 
1873 even that extreme advocate of free banking, Walter Bagehot, 
admitted that “money will not manage itself.’ 

Everyone who is aware that he is living in the middle of the 
twentieth century agrees in general terms that central banks should 
influence monetary and credit developments so that they may 
contribute a maximum to the general welfare. Disagreement arises 
as to how it can best be done. A mere listing of the specific objectives 
that have been advocated would fill several pages. In choosing an 
objective, a central bank—or an analyst—is, by implication at 
least, indicating the conditions under which credit should be eased 
or tightened. 

Although it may do violence to particular versions, it is con- 
venient to limit discussion to some basic objectives and the related 
conditions that would call for or permit expansion or contraction. 
To focus our attention, I have constructed a skeleton of five such 
objectives and their related programs of action. Such formulations 
appeal to observers because they promote clarity of thinking; they 

2. The paragraph from which this clause is taken reads as follows: “I am by no 
means an alarmist. I believe that our system, though curious and peculiar, may be 
worked safely; but if we wish so to work it, we must study it. We must not think 
we have an easy task when we have a difficult task, or that we are living in a natural 
state when we are really living in an artificial one. Money will not manage itself, and 
Lombard street has a great deal of money to manage.” 

It was not a willing admission and candor requires me to mention that Bagehot was 
provoked to write Lombard Street not only by Governor Holland who behaved as a 


central banker in the Overend crisis of 1866 but also by Thomson Hankey, a former 
governor who did not understand—well, which end was up. 
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often annoy practitioners because they leave out so much that is 
relevant in the complicated world we are trying to understand. 

Casual inspection will reveal the general relationships between 
the objectives listed in column 1 and the conditions itemized in 
columns 2 and 3. I doubt that there would be serious disagree- 
ment in principle on the correlations as tabulated if allowance 
is made for the fact that every expositor has his own terminological 
preferences. 

You will note that some of the phrases in columns 2 and 3 
are italicized. This is done to indicate that the several objectives do 
not compel expansion and contraction with equal force. For ex- 
ample, if the exclusive objective is convertibility, the central bank’s 


TABLE 1 
OBJECTIVES AND RELATED PROGRAMS 
Conditions Calling for Conditions Calling for 
or Permitting an or Permitting a 
Objective Easing of Credit Tightening of Credit Inherent Bias 
1. Convertibility..... High and/or rising Low and/or declining Contractive 
primary reserves primary reserves 
2. Productive credit.. Increase in monetary Decrease in monetary Chain-reaction 
volume of output volume of output 
3. Stable price level.. Declining prices Rising prices 
4. Fullemployment.. Less than full employ- Jobs in excess of Expansive 
ment workers 
5. A fixed rate of in- 
ee When savings are in- When savings are ex- Chain-reaction 
adequate cessive 


sole concern is not to issue too much credit. @onvertibility sets a 
limit beyond which the bank dare not expayng® The limit to con- 
traction, however, is reached only when the benk’s assets consist 
exclusively of primary reserves—gold. Ta other words, 2 central 
bank is under greater compulsion to contract than to expand. In 
this sense, one may say that convertibility has an inherent contrac- 
tionary bias, as indicated in column 4. In the same sense, full 
employment has an inherent expansionary bie:. because a central 
bank must expand when there is unemployment but is not compelled 
to contract when employment is more than ‘ull. 

Productive credit and a fixed rate of interest ha « self-inilem- 
matory biases that I have labeled ‘‘chain-reacticn.”” The most 
sophisticated formulation of the productive credi: idea is the so- 
called “real bills doctrine.” The doctrine involves circular reasoning 
because it would make the volume of money depend on the monetary 
volume of trade which is itself influenced by the volume of money. 
An initial increase in prices for any reason would produce a larger 
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volume of real bills, which in turn would support a larger volume 
of money, which in turn would stimulate further increases in prices. 
Similarly, a rate of interest maintained below the equilibrium rate 
would on the reasoning developed by Wicksell lead to cumulative 
inflation. Conversely, a rate pegged at too high a level would lead 
to cumulative deflation. 

An objective should not be ruled unwise merely because it is sub- 
ject to an inherent bias. Objectives with a bias, however, are not 
usually definitive and must be supplemented to prevent unlimited 
inflation or deflation. Many advocates of particular objectives are 
aware of these biases. It may be that some are influenced in their 
choice of objectives by a desire to take advantage of them. Thus, 
advocates of convertibility may desire a monetary mechanism with 
a contractionary bias because they fear inflation more than deflation. 
Advocates of full employment, on the other hand, may favor an 
inherently inflationary system because they fear deflation more than 
inflation. 

It should not be implied that the biases inherent in the ra- 
tionale of the several objectives are an accurate basis for forecast- 
ing actual monetary developments in countries that pursue them. 
For example, the contractionary bias of convertibility would not 
assure that pursuit of this objective would prevent a run-away infla- 
tion should some nuclear physicist invent a method of producing 
gold in virtually unlimited amounts for a dollar a pound. 

I do not wish to infer that a central bank operating aloue can 
achieve all or any of these objectives. I suppose each of us would 
be satisfied, possibly even happy, if the central bank always moved 
in the direction appropriate to our particular objective so that all 
of us might be happy if all objectives pointed in the same direction. 
There are times when this happens, namely, when all the conditions 
listed in column 2 or all those listed in colunm 3 exist concurrently. 
For example, if unemployment is increasing, the price level is fall- 
ing, the country is adding to existing large reserves of gold and 
foreign exchange, and the government is borrowing heavily, all 
signs would point to an easing of credit. 

Suppose, however, that employment is decreasing, that the price 
level is stable, and that the country is losing gold and foreign ex- 
change in volume. Under these circumstances maintenance of full 
employment would call for an expansionary program, maintenance 
of a stable price level would call for no change, and the rules of the 
gold standard would call for contraction. Consideration of such sets 
of circumstances indicates that conscious choice among b.sic ob- 
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jectives is desirable because some choice is inevitable—at least in 
terms of behavior—since multiple objectives may be irrenconcilable 
and mere hoping will not dissolve conflicts between them. It does 
not follow, however, that a rational choice must be of the “all or 
nothing” variety. It may be a combination—and in different pro- 
portions over time—of irreconcilables. The actual choice, of course, 
may be empirical, and it should not be inferred that central banks 
have always made a conscious choice or that the fundamental issues 
are always sharply drawn in real life. 

As I mulled over alternative objectives, I found myself coming 
out with a combination of the price level and employment. I am 
aware that some observers favor stability of the price level as the 
exclusive objective, in part on the ground that if action is directed 
toward that end serious unemployment will not arise. They may be 
right, but events have a way of exposing hidden errors in even our 
most cogent reasoning, and I would not close the door to possible 
action if employment declined seriously despite a relatively stable 
price level. : 

So long as employment did not fall too far, the central bank 
could move in the direction indicated by the price level. Should 
employment fall too far, even though prices remained stable, the 
emphasis could be shifted gradually from the price level to employ- 
ment. The greater the decline in employment the greater the em- 
phasis to be placed on it as an objective. 

I shall weasel on the critical level of employment and on the 
rate of change in emphasis. Though something is revealed, much 
necessarily remains hidden behind that cold figure “employment.” 
For tabulation purposes, a member of the labor force is either 
employed or he is unemployed. For the problem at hand, however, 
the definition and measurement of the labor force, the extent of 
overtime—and of part-time—the relationship between job openings 
and unemployment, the rate of flow of individuals through the group 
who are unemployed, and other aspects are also relevant. For ex- 
ample, a boom period may bring into the labor force people who 
are not normally employed, and a change to less hectic activity 
and less pressing demand for labor may cause their withdrawal from 
the labor force without necessarily involving extensive unemploy- 
ment among the normally employed. There are, of course, similar 
questions with respect to the construction of an appropriate price 
level. Such problems are too complicat d to throw magnitudes 
around as though they had precise meaning. 

Faced by a choice between a stable price level and full employ- 
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ment, some observers apparently would emphatically urge the stable 
price level as the proper objective of monetary policy, while others 
would just as emphatically advocate full employment. It would 
seem, however, that there has been a growing realization during 
recent years of the potential conflict between the two and a widen- 
ing acceptance of a compromise—high employment without serious 
inflation or deflation. Here again, however, there is rather wide lati- 
tude for differences of definition. 


II. GumeEs To CURRENT OPERATIONS 
AND MEASURES OF INFLUENCE 


In discussing programs to achieve specific objectives, I have 
talked glibly about expansion and contraction, about easing and 
tightening credit. Actually the matter is not so simple. Such ap- 
parently innocent words curiously have no precise inherent content. 
Both scholars and central bankers have devoted much effort to 
devising guides to current operations and measures of the influence 
being exerted. 

Keynes, you may remember, developed in chapters 2, 25, and 32 
of his Treatise on Money the principle that the best guide to current 
policy in countries such as England and the United States is the 
volume of member bank reserves, and that the measure of a central 
bank’s influence is its ability to establish such reserves at predeter- 
mined levels. A few years after publication of the Treatise, Seymour 
Harris concluded that “central bankers ought to concentrate their 
attention on the cash balances of member banks; it alone is the 
variable to be controlled if they have any serious intention of exer- 
cising control over the money market.’” 

I must confess that I quoted this statement of Harris with 
approval in a review of his book. As I read contemporary literature, 
including the publications of the Douglas and Patman Subcom- 
mittees, I gain the impression that this view is still widely held. 

It now seems to me that it is based on an overly mechanistic 
view of central banking, deposit creation, and the flow of purchases. 
We are told that confession is good for the soul; but I have not intro- 
duced this topic merely to confess what now seems to me to have 
been error on my part. Rather I am interested in your criticisms of 
the views I now hold after further reflection. I still recognize, of 
course, that the volume of reserves is an important monetary mag- 
nitude. I wonder, however, whether it is the only or even the best 


3. S. E. Harris, Twenty Years of Federal Reserve Policy (Cambridge, 1933), p. 13. 
The emphasis does not appear in the original. 
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guide to current policy or the best measure of immediate results. 
For one thing, it seems clear that a given change in the volume of 
reserves can have different effects on the economy via the money 
market, depending on such aspects as whether it is accompanied by 
changes in security holdings or by changes in the borrowings of 
member banks. Indeed, even these categories may be too inclusive 
to be definitive as to effects. 

My real doubt, however, arises from broader considerations. 
Keynes’s reasoning led him to the conclusion that on the Continent 
before World War I central bank control was possible only be- 
cause bank notes were so important as a means of payment.* He 
doubted that the continental central banks would have had adequate 
strength had they been operating in a country where deposits were 
relatively much more important, as was the case in England. 

I have just spent a couple of years of my spare time analyzing 
the operations of the Reichsbank from its foundation to the out- 
break of World War I in the belief that such study might con- 
tribute to understanding not only that specific experience but general 
principles of central banking as well. 

Before I give you the results of that study, I would like to 
recount a fragment of English experience which reinforced my 
doubt that any single measure of the quantity of money or of the 
monetary base is the true lodestar. English experience came to mind 
because more than a century ago an influential group also focused 
its attention on such a magnitude to the virtual exclusion of other 
factors. The Currency School, you may remember, believed that 
Bank of England policy ought to be simply currency policy. As 
Samuel Jones Loyd phrased it: “Now a paper currency is nothing 
more than the substitution of paper notes in the place of what 
would otherwise be metallic coin, and the rv'e for the regulation 
of it seems to be very obvious, viz., that the paper notes ought to be 
kept the same in amount as the metallic coin would have been.” To 
the Currency School the volume of currency was not only the 
mechanism by which the Bank accomplished its objectives but 
also the measure of results of its policy. Incidentally, it is tempting 
to conclude that theory like politics sometimes makes strange bed- 
fellows. Keynes would not have accepted the objectives of the Cur- 
rency School, but his logic forced him to accept their measure of 
influence for the Continent under conditions similar to those in 
England when the Currency School was prominent. 


4. Treatise, Vol. II, pp. 233-34. 
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But let us return to the Currency School itself and particularly 
to their criticism of the Bank of England for its activity in the 
Panic of 1839. The Bank, no longer limited by the usury laws, 
increased its rate to an “unexampled” 6 per cent; it borrowed 
abroad, and reduced the maturity of bills it was willing to discount. 
The money market was under severe pressure. But all of this did 
not satisfy Loyd. He argued that the Bank should have made 
greater efforts to reduce the amount of its notes because of its loss 
of gold. Contrast this view with Thornton’s earlier discussion or 
with Bagehot’s later famous rules for dealing with panics! An im- 
portant weakness of the Currency School was that its members 
thought that the Bank should pay no attention to the volume of its 
deposits in determining its policy. No one any longer makes that 
nuscake, but may we not now be paying too exclusive attention to 
the volume of reserve balances? 

This brings us to the German experience. We may begin by point- 
ing out that before World War I the Reichsbank paid virtually no 
attention to reserve balances and ordinarily did not know what 
their magnitude was. It did not try to establish their amount at 
predetermined levels. Furthermore, it was not in position to do 
so quite apart from any question of controlling its assets because 
of the magnitude and variations in its other accounts. Finally, Ger- 
man banks did not maintain either their reserve deposits or their 
total primary reserves at any customary relationship to deposits. 

A student enamored of the reserve balances approach to central 
banking confronted with such a loose-jointed system might be 
tempted to conclude that the Reichsbank had little power to enforce 
its will. The impediments to an effective policy seem too formidable. 
But this conclusion would be premature. The Reichsbank had power 
to affect the supply liquidity relative to the demand. At no time 
were its earning assets less than several times the total primary 
reserves of the banks even as reported in their annual balance sheets. 
The banks were fully aware that the liquidity of their portfolios of 
eligible bills rested on the willingness of the Reichsbank to discount 
them and that to secure cash they would have to pay the rate 
established by the Reichsbank. The market as a whole was always 
indebted to the Reichsbank and had to meet its terms to acquire 
additional reserves or cash. The Reichsbank had branches through- 
out the Empire at which credit was available not only to commercial 
banks but to commerce, industry, and agriculture as well. A change 
in the terms on which it granted credit was quickly felt at many 
points. 
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The Reichsbank was in position to pursue an effective policy re- 
gardless of the reserve requirements that the banks set for them- 
selves at the moment because it could make cash scarcer or more 
plentiful than the banks wanted it to be. As a result of a change 
in terms at the Reichsbank the commercial banks would find it 
profitable to achieve the degree of liquidity they wanted by adjust- 
ing their lending and investing operations, that is to say, by tending 
to move in the direction desired by the Reichsbank. 

Where does this leave us so far as general principles of central 
banking are concerned? It suggests that an appropriate measure of 
a central bank’s influence is its ability to make “the terms of credit” 
conform to the “current needs of the economy.” “Current needs,” 
of course, are related to objectives, as I indicated in a general way 
earlier. The concept “terms of credit” has many related facets but 
they consist essentially of cost and availability. In the abstract, the 
two are distinct—one being rationing through price and the other 
rationing by rules; but in practice they tend to merge. Thus, even 
if a single price is charged, the effect is similar to rationing against 
the highest quality of paper. 

The tone of the credit market is influenced by many factors. The 
relative importance of these factors and the procedures employed to 
establish the tone will vary from country to country and from time 
to time depending on basic social philosophies, institutional arrange- 
ments, and so on. We have a responsibility to develop techniques 
best suited to our dynamic society. The point I want to emphasize 
here, however, is that simple and direct methods may be effective 
and that even the most ingenious central banking techniques will 
not be effective unless they can and are permitted to influence the 
rate of interest, the availability of credit, or both. 

So far as the general credit market is concerned, what the central 
bank needs is a supply of earning assets that it can use to absorb 
liquidity and authority to issue notes and create reserves so that it 
can release liquidity. By influencing the supply of liquidity relative 
to the demand, it can in effect induce the economy to act in the 
desired direction by making more attractive the alternative methods 
of adjustment—which for banks is to change their willingness to 
lend and invest and for the economy as a whole is to change its rate 
of purchases. 

You may object that my formulation is more complex than that 
of Keynes. My reply is, first, that the simplicity of Keynes was 
achieved at the expense of relevance to the real world; second, that 
conceptually my formulation is still relatively simple even though 
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not all of its aspects are subject to precise quantitative measure- 
ment; and third, that even under the formulation of Keynes the 
practitioner must decide in advance the exact level to which he will 
push reserve balances, which is not necessarily any easier than deter- 
mining and measuring the degree of ease or tightness in the money 
market. 

This last problem of relating conduct to principles is not unique 
to central banking. General von Clausewitz had this to say about 
it in his Principles of War: “The conduct of war resembles the 
workings of an intricate machine with tremendous friction, so that 
combinations which are easily planned on paper can be executed 
only with great effort.”” Although observers are interested primarily 
in principles and participants in conduct, many individuals are both, 
and the degree of success that central banks achieve hinges on the 
quality of the influence that both exert. Speaking from experience, 
I am tempted to paraphrase another Clausewitz dictum: “The re- 
sults on which we count are never as precise as is imagined by some- 
one who has not carefully observed a money market and become 
used to it.” 
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SALES OF GOVERNMENT SECURITIES TO 
FEDERAL RESERVE BANKS UNDER 
REPURCHASE AGREEMENTS 


Epwarp C. SIMMONS 
Duke University 


EXPANSION OF THE NATIONAL debt has obliged the Federal Reserve 
authorities to re-examine techniques for conducting open-market 
operations. During the past two years extensive use has been made 
of repurchase agreements with dealers in government securities. 
Used frequently before the Great Depression, this type of open- 
market operation had not until recently been reported for many 
years. Reappearance of repurchase transactions is noteworthy be- 
cause open-market operations are currently of much greater im- 
portance than in the 1920’s; and they are conducted with meticulous 
concern for the state of the government security market. Because 
the money market has altered greatly in the past twenty years, 
some importance attaches to the revival by central: banking authori- 
ties of this method of dealing with money-market middlemen. “Gov- 
ernment securities held under repurchase agreement” appears almost 
continuously on the Federal Reserve weekly statement. This sug- 
gests that the monetary authorities regard such transactions as 
peculiarly suited to discharge their responsibility to the money 
market and yet avoid the appearance of using their open-market 
powers to control the prices of governmeut securities. 

At times the amount of government securities held under re- 
purchase agreement has approached the volume of paper redis* 
counted for member banks. When one considers that there are only 
about twenty government security dealers, even the more typical 
amounts appear significantly large. Weekly changes in securities 
held under repurchase agreement have sometimes been as large as 
changes in government securities bought outright. The largest 
amount of repurchases was on December 31, 1952, when the figure 
reached $663 million.’ The first in the postwar series of this type 
of transaction appeared on the Federal Reserve weekly statement 
for June 29, 1949. The Federal Reserve authorities made only 

1. Federal Reserve Bulletin, XXXIX (May, 1953), 479. Before this date separate 


figures were not given. Back figures have been made available through the courtesy of 
the Division of Research of the Board of Governors of the Federal Reserve System. 
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CHART I 


Loans TO GOVERNMENT Security Deaters By New York City WEEKLY REPORTING 
BANKS AND GOVERNMENT SECURITIES HELD UNDER REPURCHASE AGREEMENT BY FEDERAL 
REsERVE BANK OF New York, 1949-53. 
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intermittent use of these transactions in 1949 and 1950 as may 
be seen by referring to the accompanying chart. With the adoption 
of the so-called Treasury—Federal Reserve Accord of March, 1951, 
the frequency increased.” 

Essentially the repurchase agreement is a contract of sale under 
which the seller agrees to buy back the securities which he has sold 
at an agreed price within the specified period of time, ordinarily 
fifteen days in Federal Reserve practice.* The seller, a government se- 
curity dealer, is charged a fee, or interest charge, ordinarily equal to 
the discount rate.* In effect, a Federal Reserve bank has made a loan 
to the seller, a loan on which repayment will be accomplished by the 
seller’s repurchasing the securities at the specified time. In a legal 
sense, however, a distinction is made between sales under repurchase 
agreements and loans.° 

Repurchase agreement transactions, or purchases of securities un- 
der “sales contracts,” as they are sometimes termed, are not uncom- 
mon in the securities business. Brought into practice by Federal 
Reserve Banks in 1916, extensive use was made of them in 1917 and 
1918 as a substitute for rediscounts when a wartime stamp tax on 
notes and drafts impeded access to Federal Reserve funds.’ 


2. Thirty-Ninth Annual Report of the Board of Governors of the Federal Reserve 
System (1952), pp. 3-4. A similar statement appears in Thirty-Eighth Annual Report 
of the Federal Reserve Bank of New York (1952), p. 28. The New York Federal Re- 
serve Bank’s Annual Report for 1951 (p. 32) mentioned repurchases very briefly. They 
received first notice in Monthly Review of Credit and Business Conditions of the Federal 
Reserve Bank of New York (September, 1951), pp. 125-26. Subsequently repurchase 
agreements have been commented upon frequently. 


3. The agreement itself is an involved legal contractural agreement. A specimen con- 
tract is reproduced in Hearings, Stabilization of Price Level, H.R. 7895, 69th Congress, 
2d Session (1926), pp. 431-36. The same type contract continues in use according to my 
information. 


4. In 1951 authorization was granted by the Open Market Committee to charge 
a rate determined by the yield of the most recently issued series of Treasury Bills. The 
open-market rates threatened to run well above the discount rate. Little use appears 
to have been made of the authorization. See Thirty-Eighth Annual Report of Board 
of Governors of the Federal Reserve System (1951), pp. 107-8. 


5. This is not a matter of great importance in the present discussion. The legal aspects 
are summarized in Governor Strong’s testimony. See Hearings, Stabilization (1926), 
pp. 433-34. Also see S. E. Harris, Twenty Years of Federal Reserve Policy (Cambridge: 
Harvard University Press, 1934), I, 290. Harris notes that at one time the Federal Re- 
serve Board’s own legal counsel questioned the legality of repurchases. There is a com- 
ment on the legal aspect in Hearings, Operation of National and Federal Reserve Banking 
System, S. Res. 71, 71st Congress, 3d Session (1931), p. 1047. A succinct review of the 
issue is given by C.O. Hardy, Credit Policies of the Federal Reserve System (Washing- 
ton: Brookings Institution, 1932), p. 250. 


6. A sketch of their use is contained in Hearings, S. Res. 71 (1931), pp. 1047-49. 


7. S. E. Harris, op. cit., pp. 289-90. W. A. Brown, Jr., The New York Money Market 
(New York: Columbia University Press, 1932), IV, 310. 
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HIsToRIcAL DEVELOPMENT 


When, following World War I, the Federal Reserve System turned 
to encouraging the development of a money-market mechanism that 
would permit speedy transfer of ownership of the unfamiliar bankers 
acceptances and the equally new and unfamiliar Treasury certificate 
of indebtedness, it soon became apparent that dealers in these two 
types of paper would be materially assisted if they were permitted 
direct access to Federal Reserve Banks. Direct lending to dealers 
was not authorized by the Federal Reserve Act, but Federal Reserve 
officials saw no barrier to the use of repurchase agreements. In some 
quarters, however. their use was criticized.® 

What the Federal Reserve System accomplished in the 1920’s by 
entering into repurchase agreements with dealers in bankers accept- 
ances and in government securities is not easily determined.® The 
volume of accommodation was never large, amounting to $100-200 
million in government securities and to a lesser amount in bankers 
acceptances at year end for the period 1924-35."° 

Although not a negligible fraction of Federal Reserve credit, gov- 
ernment securities acquired under repurchase agreement attracted 
little attention in discussions of central bank policy. During the 
1930’s, as conditions in the money market became extremely easy, 
use of repurchase agreements was apparently forgotten. The volume 
of bankers acceptances decreased greatly. Neither acceptance deal- 
ers nor government security dealers had much occasion to ask the 
central bank to assist them in carrying on their shrunken volume of 
business. In 1936 when the newly constituted Federal Open Market 
Committee issued its own regulation governing open-market opera- 
tions by Federal Reserve Banks, no mention was made of repurchase 
transactions.’’ Presumably, the earlier authorizations made by the 


8. See the testimony of Governor Strong for a review of the controversy. W. A. 
Brown, op. cit., pp. 310-14, 334-35, and 359-62, gives the background of the develop- 
ment of trading in bankers acceptances and short-term government securities. 


9. W. R. Burgess, Federal Reserve Banks and the Money Market, revised edition 
(New York: Harper, 1946), pp. 234-35, describes repurchase transactions during the 
1920's as unimportant quantitatively although of minor aid in relieving money-market 
strains. B. H. Beckhart, The New York Money Market (New York: Columbia Uni- 
versity Press, 1931), III, 389-408, gives extensive if somewhat inconclusive consider- 
ation to repurchase dealings in bankers acceptances. 


10. Detailed statistical data are given in Hearings, S. Res. 71 (1931), pp. 819 ff. In 
Banking and Monetary Statistics (Washington: Board of Governors of the Federal Re- 
serve System, 1943) only year-end figures are given, although references to more com- 
plete figures are given. 


11. Federal Reserve Bulletin, XXII (April, 1936), 254—55. This replaced Regulation M 


of the Federal Reserve Board. A puzzling if minor point is the degree to which Federal 
Reserve Banks may engage directly in these transactions. For indication that the Federal 
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Federal Reserve Board lapsed with the transfer of authority from 
the Board to the new Committee under terms of the Banking Act 
of 1935. 

During World War II a special type of repurchase agreement 
transaction was developed by the Federal Reserve System as a means 
of encouraging the holding of Treasury bills by the banks and other 
investors. This arrangement, which was in effect from August, 1942, 
until August, 1947, differed greatly from repurchase agreements 
with government security dealers.’* Under the Treasury bill repur- 
chase scheme, any holder of Treasury bills—a bank, a business firm, 
or an individual—might sell his holdings to a Federal Reserve Bank 
under option to repurchase a like amount of bills of the same maturi- 
ty at any time prior to maturity. These transactions took place at 
the special posted rate of 3/8 of 1 per cent, a rate below even the 
so-called preferential wartime rate for the discount of paper col- 
lateraled with government securities. The seller was not obliged 
to repurchase, and anyone could avail himself of the privilege to 
enter into such an arrangement. Government securities dealers found 
the wartime plan advantageous and apparently used it extensively. 

A clear account of the situation following withdrawal of the Treas- 
ury bill repurchase privilege in August, 1947, has not been found. 
No repurchase transactions appear on the Federal Reserve statement 
until June 29, 1949, although authorization probably was granted 
to Federal Reserve Banks sometime in 1948."* In the interim govern- 
ment security dealers seem to have been able to finance themselves 
satisfactorily without being able to secure accommodation at Federal 
Reserve Banks. Although this experience suggests that repurchase 
agreements are not essential in the money-market mechanism it 
should be noted that during 1947-49 the Federal Reserve System 
stood ready at all times to buy government securities at firm prices. 


Reserve Bank of New York enters into repurchase transactions on its own responsibility 
rather than as agent for the Open Market Committee, see Monthly Review of Credit 
and Business Conditions of Federal Reserve Bank of New York, XXXV (September, 
1953), 131-32 and XXXV (October, 1953), 146. In this paper repurchase transactions 
are treated as if they were a System action. As far as can be seen the assumption does 
not involve matters of substance. 


12. Some details are given in my papers, “Position of the Treasury Bill in the Public 
Debt,” Journal of Political Economy, LV (August, 1947), 333-45 and “Federal Reserve 
Discount—Rate Policy and Member Bank Borrowing,” Journal of Business of the Uni- 
versity of Chicago, XXV (January, 1952), 18-29. 


13. The Federal Open Market Committee’s record of its policy actions for October 4, 
1951, states “this authority had been granted to the Federal Reserve Banks prior to this 
date... ,” Thirty-Eighth Annual Report of the Board of Governors of the Federal Re- 
serve System (1951), p. 108. Unofficial information is that the action was taken in 1948, 
but the 1948 Annual Report contains no supporting evidence. 
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Consequently conclusion that repurchase transactions are wholly 
unnecessary would be unwarranted. In a sense, during the period 
referred to, repurchase agreements were extended informally to 
everyone. As long as the Federal Reserve System stood ready to 
buy and sell securities at fixed prices, anyone could sell his holdings 
and then replace them a few days later at the same price. 


THE STRUCTURE OF THE GOVERNMENT SECURITY MARKET 


To understand the financial position of government security 
dealers it is necessary to turn briefly to a description of the govern- 
ment security market. Unless one has in mind the reasons for bank 
borrowing by the government security dealer, the logic of repurchase 
transactions at a Federal Reserve Bank may not be apparent.’ 

The government security market is an over-the-counter market. 
Although small amounts of Treasury bonds are occasionally sold 
through the bond department of the New York Stock Exchange, the 
real market for United States government securities is represented 
by about twenty security dealers, some relatively small and inactive, 
and five dealer-banks (bond departments of three New York and 
two Chicago banks), all of which are linked together by an extensive 
telephone and teletype system. These dealer-firms and dealer-banks 
act as principals rather than as brokers. That is, they buy and sell 
the various issues of- government securities at prices which they 
quote upon request. The dealer endeavors to sell at a slightly higher 
price than he buys. No commission is charged as in the case of se- 
curity transactions conducted through a broker. 

Government security dealers stand ready to buy or sell any of the 
roughly fifty different issues ui United States government securities 
—tTreasury bills, certificates of indebtedness, notes, and bonds— 
constituting the marketable portion of the national debt. Of necessity 
the dealer must carry a substantial inventory. Obviously, the dealer- 
banks have no problem in financing their inventory: it is simply part 
of the bank’s investment portfolio. The non-bank dealers, however, 
must depend on the firm’s own capital and upon its ability to borrow 
from commercial banks. The dealer’s inventory of government se- 
curities provides him with acceptable collateral for bank borrowing. 
Typically, dealers are heavy borrowers. They rely almost entirely 
on a few large New York banks in the financial district, and except 


14. A definitive description of the government security market is not available. A use- 
ful account is given by L. M. Piser, U.S. Government Bond Market Analysis (New York: 
New York Institute of Finance, 1952), chap. vii. Sidelights are to be found in C. F. 
Childs, Concerning U.S. Government Securities (Chicago: C. F. Childs and Co., 1947). 
In part the material presented is based on direct inquiry. 
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in the case of some of the } dealers, the dealer borrows at only 
one bank.”® Dealers’ box 3 in the aggregate in recent years 
have ranged between $100 1. .ion and $1,000 million. 

While there is a rough parallel between bank loans to government 
security dealers and the so-called “street loans” of the 1920’s, the 
two must be sharply distinguished. Banks make loans to dealers on 
a day-to-day basis, upon government security collateral. Such loans 
are regarded as of extremely high quality and exceptionally liquid. 
Although the dealer is regarded as having a “line of credit” at a 
designated bank, the market for this type of loan is considered more 
“competitive” than for the usual type of business loan. The rates 
charged are below those for prime business loans, but are normally 
slightly higher than the federal reserve discount rate. Dealers nor- 
mally expect to realize a small return on their inventory, the yield 
on at least the longer maturity government securities being in excess 
of the rate charged to dealers by commercial banks. 

There is a rough similarity between the position of the London 
discount houses and the New York government security dealers. 
Both finance themselves by heavy short-term borrowings at commer- 
cial banks, and both have access to the central bank when occasion 
demands. The money rate structure, however, is not the same. In 
London, the central bank rate is above the rate at which commercial 
banks lend to money-market middlemen, and is thus a penalty rate. 
Moreover in New York the dealers in open-market paper have not 
yet become the principal fulcrum on which the money-market lever 
turns. Instead the dealers function as but a component part in one 
of several mechanisms linking the central bank to the money market. 


CENTRAL BANK CONTROL OVER ITs ASSETS 


In Federal Reserve practice a variety of direct lending techniques 
and open-market dealings has been utilized. The principle that ef- 
fective monetary management requires that the central bank retain 
full control over the acquisition and disposal of its assets, has not 
always been respected. If a central bank accepts the obligation to 
purchase (and sell) assets at the option of others, it is likely to find 
itself unable to accomplish its desired purpose. To cite the extreme 
case: under gold standard conditions a central bank stands ready to 
buy and sell gold at a fixed price in unlimited amounts. As is well 
known, a central bank operating within the gold standard framework 
has only limited control over the volume of its assets and consequent- 


15. See my paper, “Structure of the Post-war Money Market,” Southern Economic 
Journal, XVII (April, 1951), 409-21. 


ar 
y 
to 
to 
Bs 

ity 
nk 
ise 
et. | 
aid | 
the 
ed | 
ve, 
ind 
ive 
iks 
sell 
her 
se- 
the 
ties 
sity 
ler- 
ver, 
row 
se- 
ing. j 
rely 
sept 
use- 
‘ork: 


30 The Journal of Finance 


ly over the size of the national stock of money. In the United States, 
at least until recently, the Federal Reserve System undertook to peg 
the price of government securities almost as rigidly as the price of 
gold. Belatedly, recognition has come that the central bank cannot 
surrender control over its assets in this fashion and still manage the 
nation’s money. Whether the price of gold should be pegged is an 
unsettled question, but one which need not be taken up in the present 
connection. All that matters here is that pegging the gold price pro- 
vides the ultimate example of the central bank’s relinquishing con- 
trol of its assets to outside forces. 

In the Federal Reserve System’s experience, paper discounted by 
member banks represents a less extreme case than gold, but it is well 
known that the Federal Reserve authorities frequently have had 
difficulty in keeping member-bank borrowing within bounds.*® This 
has led to the suggestion that effective monetary control would ne- 
cessitate abandonment of discounting for member banks.’? Students 
of central banking generally agree that lending to a broad range of 
customers is not consistent with a central bank’s responsibilities. If 
the monetary authority is to control member-bank reserves, it cannot 
afford to build up the obligation to come to the aid of distressed 
customers in periods of financial strain. Secondarily, the competition 
of the central bank with commercial banks weakens the central 
bank’s ability to persuade the commercial banks to heed its advice."* 

Unquestionably, a central bank could implement its monetary 
policy decisions by highly impersonal open-market operations, pro- 
vided the money market’s institutional arrangements were not in- 
adequate. Although open-market operations have been carried on by 
the Federal Reserve System for over three decades, they have never 
been conducted entirely at arm’s length. To a considerable extent 
open-market operations have been handled in such fashion that the 
volume of assets acquired in the open market has been determined 
by outside parties. From the early days of the system, the Federal 
Reserve Banks have bought bankers acceptances at a preannounced 
firm buying rate, which has meant that outsiders have held the in- 

16. An account of earlier episodes will be found in S. E. Harris, op. cit., pp. 256-313. 


Also consult C. O. Hardy, op. cit., chap. v and chap. xiii. Some recent developments 


are discussed in my “Federal Reserve Discount Rate Policy,” to which reference has been 
made previously. 


17. Cf. Lauchlin Currie, Supply and Control of Money in the United States (Cam- 
bridge: Harvard University Press, 1934), pp. 182-83. A supporting view is that of 
L. W. Mints, Monetary Policy for a Competitive Society (New York: McGraw-Hill, 
1950), pp. 189-90. 


18. Cf. R. S. Sayers, Modern Banking, third edition (Oxford: Oxford University Press, 
1951), pp. 133-34. 


| 
on 
1% | 
| | 
| 
ip 
| 


— 


Sales of Government Securities 31 


itiative. Although skilful manipulation of such a posted rate could 
preserve some initiative for the central bank, the Federal Reserve 
buying rate has typically been changed only at infrequent intervals. 
Moreover, the buying rate has ordinarily been held below the market 
rate.’® In addition, by making it possible for acceptance dealers to 
enter into repurchase agreements with Federal Reserve Banks, the 
Federal Reserve System has departed further from the ideal of acting 
only on its own initiative.”° 

In the government security sector, the whole episode of “support” 
extending back at least to 1937 violates the idea that the central 
bank, acting on its own motion, buys and sells government securities 
in the volume required to bring about desired changes in the stock 
of money.”* Within this long period there unquestionably have been 
times when the Federal Reserve System’s holdings of government 
securities could have been altered to bring about changes in bank 
reserves in keeping with the objectives of monetary policy, but these 
interludes appear not to have been frequent. Because the Federal 
Reserve authorities need not explain publicly each alteration of their 
holdings of government securities, there is no way of distinguishing 
“support” transactions and “monetary management” transactions. 
It is no secret, however, that much of the open-market buying and 
selling by the central bank in recent years has not been dictated by 
the need to control the reserve position of the member banks. 

Many years before “support” became their overriding concern, 
the Federal Reserve authorities accepted the view that they should 
extend repurchase agreements to government security and accept- 
ance dealers to assist in the development of the short-term market. 
The official position held was that the small volume of such accom- 
modations prevented conflict with open-market policy.”* Recently, 
however, the official view has been that repurchase transactions offer 
a convenient means for releasing central bank funds to the money 
market. In the brief discussions of repurchase transactions that have 
appeared recently in Federal Reserve publications nothing has been 
said about the importance to dealers of their being able to secure 
accommodation at Federal Reserve Banks. 


19. Cf. C. O. Hardy, op. cit., pp. 258-63. 
20. Cf. R. W. Burgess, op. cit., p. 153. 


21. Congress has never set forth a specific objective for the Federal Reserve System. 
The text suggests that there is a specific objective that is or should be sought. The issues 
involved in this matter cannct be considered in this paper. 


22. This view is reflected in R. W. Burgess, op. cit., pp. 234-35. W. A. Brown, Jr., 
op. cit., recognizes the possibility of conflict (p. 364). A critical view on the need for 
accommodation was taken by C. O. Hardy, op. cit., pp. 249-53. 
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THE REAPPEARANCE OF REPURCHASE TRANSACTIONS 


The circumstances under which repurchase transactions have re- 
appeared are special. Before the Great Depression repurchase agree- 
ments were employed on a selective basis and in what now appears 
to be a comparatively limited market. The national debt was of 
modest size, and ownership of government securities was not widely 
dispersed. The effect of World War II was to increase seven-fold the 
size of the national debt and make ownership of government securi- 
ties almost universal by banks, businesses, and individual investors. 

The trading mechanism of the securities markets had to be adapted 
to the new circumstances. In the late 1930’s the Federal Reserve 
authorities began to talk about “orderly market conditions” in the 
government securities markets, and with the outbreak of war took 
steps to develop acceptable trading practices among dealers.”* Under 
formal arrangements adopted in 1944, trading with the Federal Re- 
serve System was limited to dealers who could “qualify,” that is, 
meet announced standards of financial responsibility, conduct trad- 
ing according to specified terms, and furnish specified information.™* 
On April 15, 1953, the Federal Reserve System abandoned the prac- 
tice of limiting patronage to so-called “qualified dealers.”” This step 
came two years after the Treasury—Federal Reserve Accord, which 
put an end to rigid support of the government security market. 

Repurchase agreements reappeared in a quite different climate 
from that in which they had previously flourished. In 1949 the Fed- 
eral Reserve System was struggling to escape from the obligation to 
peg the prices of government securities which were traded in a mar- 
ket over which the System had assumed a large degree of supervisory 
control and responsibility. Close working relationships had been 
built up with dealers in government securities. Certainly Federal Re- 
serve officials were not unaware that if they abandoned rigid pegging 
of government security prices, dealers would be confronted with a 
new situation. Significantly, the first repurchase transactions were 
reported in the final week of June, 1949.7® On June 28, the Federal 

23. Twenty-Sixth Annual Report of Board of Governors of the Federal Reserve Sys- 
tem (1939), pp. 5-6. 


24. Thirty-First Annual Report of the Board of Governors of the Federal Reserve 
System (1944), pp. 48-51. See also the reply of the chairman and vice-chairman of the 
Open Market Committee to the questionnaire of the Patman Subcommittee in Mone- 
tary Policy and Management of the Public Debt, Replies to Questions, Joint Committee 
on the Economic Report, 82d Congress, 2d Session (1952), Part I, pp. 623-30. 


25. New York Times (April 15, 1953), p. 47; (March 9, 1952), Part III, p. 1. 


26. The figures used in the text and in construction of the chart are from the Federal 
Reserve Bulletin and from a compilation of back data furnished by courtesy of the 
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Reserve Open Market Committee announced publicly adoption of 
a new policy, intended to assure both orderly conditions in the gov- 
ernment security market and money rates suited to the business situ- 
ation.”’ It is also significant that this step proved abortive. Nearly 
two years passed before an opportunity arose to permit market forces 
to operate freely on government security prices. 

As may be seen on Chart I, little occasion was found for the use 
of repurchase agreements during the remainder of 1949. Including 
the June transactions, such holdings appear on the Federal Reserve 
weekly statement only in seven weeks although for the year as a 
whole dealers’ borrowings from commercial banks were large, never 
falling below $400 million and frequently exceeding $900 million. 
During 1950 repurchase transactions appear only in ten weeks; and, 
although dealers’ borrowings from commercial banks were slightly 
lower, declining below $300 million in two weeks, there seems to 
have been little use made of the repurchase privilege. The greatest 
weekly average amount in either 1949 or 1950 was $74 million. 

Repurchase transactions during 1951 were somewhat more fre- 
quent, having been reported in thirty weeks. In four of these the 
weekly average amount was in excess of $100 million, and the maxi- 
mum was $175 million. Interestingly, in 1951 dealers’ borrowings 
fell below $100 million on several occasions, and after the “Accord” 
did not again exceed $400 million. In 1952, dealers’ borrowings re- 
mained small, except during the first part of July when a new peak 
of $1,150 million was reached. Again at the end of the year, borrow- 
ings rose to $500 million. 

During February, April, and May, 1952, no repurchase transac- 
tions took place, although for the year as a whole they appear on 
the Federal Reserve statement in thirty-one weeks. During the final 
week of December, 1952, the average amount was $766 million, the 
largest ever recorded. In the first six months of 1953, repurchases 
are for twenty-one weeks out of twenty-six. (In the first six months 
of 1952 repurchase transactions occurred only in eight weeks.) In 
addition, commercial bank loans to dealers during the first half of 
1953 rarely exceeded $200 million. The extensive use of repurchase 


Division of Research and Statistics of the Board of Governors. Figures for repurchases 
are weekly averages for the Federal Reserve Bank of New York, the only one of the 
Reserve Banks undertaking such agreements. Dealers’ borrowings are taken from the 
weekly reporting member-bank series. There is a slight change in the latter series in 
March, 1953, but this seems inconsequential for the present purpose. 


27. Federal Reserve Bulletin, XXXV (July, 1949), 776. 
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transactions is thus not associated with heavy borrowings by dealers 
at commercial banks. Rather it seems that in the presence of tight 
money conditions dealers were under pressure to restrict their bor- 
rowings at commercial banks. The Federal Reserve open-market 
managers found it convenient to utilize the dealers’ need for accom- 
modation to release funds to the money market. The amount in- 
volved, averaging about $100 million, is not, however, spectacular. 


SoME IssuEs RAISED BY REPURCHASE AGREEMENTS 


The experience with repurchase transactions during the four years 
ending June 30, 1953, is possibly too brief and the period too un- 
representative to substantiate rigorous conclusions as to the role of 
repurchase transactions in monetary management. Nonetheless, some 
observations are suggested by the foregoing review of the develop- 
ment of Federal Reserve practices. 

Purchase of government securities under repurchase agreement 
provides government security dealers with funds at a lower cost than 
at commercial banks. Normally commercial banks charge govern- 
ment dealers a rate somewhat lower than the rate on prime com- 
mercial loans but a rate nonetheless above the Federal Reserve 
discount rate. Consequently, dealers are always willing to enter into 
repurchase agreements in order to increase their net returns. 

The Federal Reserve System cannot, of course, furnish unlimited 
credit to government security dealers. It must restrict accommoda- 
tion to cases where the government securities market requires addi- 
tional finance and where the generation of additional member-bank 
reserves will not be inconsistent with monetary policy. Although the 
funds released to the money market are limited to fifteen days (and 
even shorter limits may be set), successive transactions can, of 
course, provide funds to the market on a continuous basis. What 
considerations are to determine how much Federal Reserve credit is 
to be released by this avenue? 

Clearly, some form of rationing must be employed to limit accom- 
modation to government security dealers. To an outside observer, 
the criteria for administering the rationing scheme remain obscure. 
One can only infer that quotas are set according to some formula 
which presumably balances the “needs” of the dealers against the 
“needs” of monetary policy. Behind this lies the frequently men- 
tioned concept of an “orderly market” for government securities. 
“Orderly market” seems to defy precise definition, but one aspect in- 
volves the idea that dealers should be persuaded never to withdraw 
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entirely from the market.?* If the market is to be orderly they must 
be prepared at all times to buy and sell. One can think of situations 
in which the ability to enter into a repurchase agreement at a Federal 
Reserve Bank would lead a dealer to act more courageously than if 
such accommodation were not available. Not having this avenue open 
would restrict the dealers’ freedom of action. However, since the 
right is not an absolute one, the dealer must act in the presence of 
some uncertainty. Presumably, a dealer can expect the Federal 
Open Market Committee to buy securities from him under repur- 
chase agreement if his case is meritorious. If the activity which 
makes a repurchase arrangement advantageous does not deviate 
from the tenets of an “orderly market,” he may hope for success in 
his application. 

A substantial element of discretion is involved. The Federal Re- 
serve System enters into repurchase transactions when, with whom, 
and to the amount that someone in authority thinks necessary. The 
number of dealers is small. Each is well informed as to each other 
firm’s position. The Federal Reserve can conduct its operations quite 
informally within this small circle even though the actual transac- 
tions are fully formalized. In short, the Federal Reserve can nego- 
tiate with dealers, securing the amount of government securities 
under repurchase agreement needed to fill out the System’s portfolio 
and at the same time aid the dealers in carrying their portfolios. 

Certain advantages appear to flow from repurchase agreement 
transactions. They aid government security dealers in carrying their 
inventory. They place dealer-firms and dealer-banks on an equal 
footing so far as ability to secure accommodation at the central bank 
is concerned. Both can obtain funds on the same terms: the dealer- 
firm by selling government securities under repurchase agreement 
and the dealer-bank by discounting its own note secured by govern- 
ment securities. 

Although the Federal Reserve System may seem to promote a 
useful activity by standing ready to finance government security 
dealers, the System may be assuming a responsibility inconsistent 
with its functioning as the economy’s monetary manager. Dealers’ 
needs for accommodation tend to rise when the money market tight- 
ens. Usually, but not necessarily, the central bank will act to relieve 
such pressures. As long as the amount of accommodation is small in 
relation to the total portfolio, the Federal Reserve may possibly 


28. This is merely an inference. I have been unable to find what is meant by “orderly 
market” despite a thorough examination of the Patman and Douglas subcommittee 
documents and the official publications of the Federal Reserve System. 
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manage matters without interfering seriously with monetary policy. 

A closely related issue is the extent of the central banks’ responsi- 
bility for the development of adequate financial machinery for deal- 
ing in government securities. A well-organized, smoothly operating 
market in government securities is needed if the central bank is to 
rely on open-market operations as a means of monetary management, 
and national debt management would likewise appear to be aided. 
Although outright purchases of government securities from dealers 
would suffice to relieve them if they became “overloaded,” a depend- 
able money-market mechanism can hardly be built upon emergency 
relief.?® It has long been customary in financial affairs for temporari- 
ly embarrassed operators to adjust their positions by borrowing 
rather than by appealing to some powerful financial agency or person 
to enter into a special agreement to purchase part of the assets of the 
distressed party. Consequently, the repurchase agreement fits easily 
into the practices of the financial community. It provides the needed 
short interval of time for the dealer to rearrange his undertakings. 
The knowledge that such agreements can be opened should greatly 
encourage government security dealers. Ideally, use of the privi- 
lege of recourse to the central bank should be reserved for emer- 
gency use. 

Although an outright purchase of government securities followed 
by an outright sale will furnish funds to the money market tempo- 
rarily just as well as a repurchase agreement transaction, those 
who are concerned with day-to-day price fluctuations construe the 
central bank’s motive differently in the two cases. This is particular- 
ly true if the central bank has adopted greater or lesser responsibility 
for price movements in the government security market, as has the 
Federal Reserve System. A purchase or sale of a given issue by the 
Federal Reserve cannot be kept entirely secret from specialists in 
the market, and an outright purchase or sale may be interpreted 
as representing some policy judgment about the price of that par- 
ticular issue. Thus, an effort of the Federal Reserve System to ease 
a temporary strain in the market by an outright purchase, followed a 
few days later by an outright sale, might induce sharp price move- 
ments. If, however, a repurchase operation were used, specialists 
would realize that no effort was being made to bring about price 
movements for particular government security issues. 

A final consideration may be the strength given to the Federal 


29. At the outbreak of war in 1939 dealers were aided by a negotiated purchase of 
their burdensome holdings by the Federal Reserve System. Twenty-Sixth Annual Re- 
port of the Board of Governors of the Federal Reserve System (1939), p. 6. 
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Reserve authorities in dealing with the middlemen in the govern- 
ment security market by being in a position either to deny or grant 
accommodation in the form of repurchase agreements. An element 
of discretion in granting accommodation exists, and as long as 
Federal Reserve officials are not obliged to explain matters when a 
request is denied they have an opportunity to assist their “friends” 
and punish their “enemies.” Perhaps the central bank does not 
need such punitive power, but it is present neverthel. 3s. Since price 


rationing cannot be relied upon, some other type of rationing must 
be used. 


CoNCLUSIONS 


In reviewing the use of repurchase agreements with government 
security dealers a number of avenues have been explored. Perhaps 
it is too early to formulate conclusions on the usefulness of this 
type of open-market transaction. It is clear, however, that the 
events of the past twenty years have altered drastically the Federal 
Reserve Banks’ relations to the money market. They must seek to 
develop new means to implement monetary policy. They must 
operate in a money market in which the dominant element is a very 
broad market in United States government securities, over which 
the Federal Reserve System has assumed a very large degree of 
responsibility. 

Trading in government securities tends to reflect very quickly 
and with marked pressures any shifts in the financial position of 
banks, large financial intermediary institutions, such as insurance 
companies, and also large business corporations. All rely on govern- 
ment securities for portfolio investments as well as for the temporary 
employment of idle funds. Transactions in short-term Treasury 
obligations, particularly Treasury bills, are especially important in 
the new money market machinery derived from the heavy deficit 
finance of World War II. Many commercial banks adjust their 
reserves by purchases and sales of Treasury bills, and business firms 
utilize them extensively as a cash substitute. 

Even if the central banking authorities were not concerned with 
the government securities market to the extent of achieving an 
“orderly market,” there would be a need for working relationships 
with market intermediaries. Although outright purchases and sales 
of government securities by the Open Market Committee would 
appear to be sufficient to accomplish the Federal Reserve’s objec- 
tives, the authorities have found it advantageous to conduct some 
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transactions by the use of repurchase agreements. These seem to be 
fitted to the needs of the central bank in its dealings with the very 
special sort of market in which government securities are traded, 
particularly when the authorities are concerned with the effects of 
their operations upon the prices of the various government security 
issues. In the past two years the Federal Reserve System has been 
anxious to avoid the appearance of “supporting” the market, and 
this may explain the increasing frequency with which repurchase 
transactions have been utilized. Presumably the central banking 
authorities make no judgment about the “rightness” of prices in the 
government security market when they deal on a repurchase basis. 


This appears to be the principal virtue of repurchase transactions... 


There is a need for some short-run adjusting operation of this sort 
under accepted Federal Reserve doctrines as to the System’s re- 
sponsibilities for behavior of money rates. In the 1920’s the most 
sensitive sector of the money market was the call loan or street 
loan sector. Surplus funds of banks and other lenders flowed in and 
out of this market in constantly changing streams. The call rate 
moved rapidly in response to changes in demand and supply factors, 
and day-to-day fluctuations in call money were frequently dramatic. 
They were watched closely by “financial experts.” Federal Reserve 
policy was to leave the call money market strictly to itself. To 
stabilize the rate was unthinkable. 

Call loans to stock market brokers have now been largely dis- 
placed by government securities. Banks and business firms now 
release funds to the money market and withdraw them by re- 
purchase and sales of government securities. Government security 
dealers provide a cushioning factor that was not present in the 
former market structure, except to the extent that New York City 
banks provided it. But the New York banks were limited by the 
Federal Reserve System’s strong stand against member-bank bor- 
rowing for the purpose of relending in the call market. Moreover, 
the individual commercial banks felt no particular responsibility 
for stabilizing the call money rate, except when it threatened to 
rise to wholly unacceptable levels.*° 

The situation in recent years has been quite different. The Federal 
Reserve, at first operating within a rigidly pegged pattern of 
security yields and later within a somewhat more flexible pattern 
conforming to the norm of an “orderly market,” has felt obliged 


30. A recent penetrating comment is given by Woodlicf Thomas, “Money Trends,” 
Analysts Journal (May, 1952), pp. 3-10. 
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to engage in daily dealings in government securities. Money rates 
consequently have shown remarkable day-to-day stability, except 
on rare occasions when the Federal Reserve authorities chose to 
permit adjustments to take place rapidly. 

In this sort of market configuration, transactions on a repurchase 
basis can serve a useful purpose. Government security dealers can 
be accommodated readily and securities may be taken off their 
hands for periods up to two weeks when they might otherwise feel 
obliged to offer them for sale at quotations below the going level. 
Outright purchase by the Federal Reserve System, if skilfully exe- 
cuted, might accomplish the same general purpose, but great 
finesse would be required. 

If the Federal Reserve were to assume a more aloof attitude to- 
ward the government securities market, the use of repurchase trans- 
actions might still be justified. Non-bank dealers would on occasion 
find themselves hard pressed to carry their inventories, and the 
denial of access to the central bank would put them at a dis- 
advantage in comparison with dealer-banks. Whether dealers would 
remain in business if repurchase arrangements were denied entirely 
is unpredictable: unquestionably such a denial would be a profound 
discouragement to non-bank dealers. 

Finally the rate applicable to accommodation under repurchase 
agreements calls for brief comment. The Federal Reserve System’s 
task would be greatly simplified if the rate charged were above the 
rate paid by dealers to commercial banks. However, such a rate 
structure cannot readily be established because dealer-banks have 
access to the Federal Reserve Banks at the discount rate, which 
in Federal Reserve practice has been long set below the lowest of 
the customer rates. : 

The problem is not a new one. The Federal Reserve has had to 
cope with it from its first use of repurchase agreements. In the 1920’s 
repurchase dealings at the Federal Reserve Banks in both govern- 
ment securities and bankers acceptances presented the problems of 
rate structure. Thus far the problem of the rate at which repurchase 
agreements may be negotiated has been only minor, but if this 
method of dealing in government securities increases greatly in 
volume, the problem would become of major significance. Were it 
not for the existence of the dealer-banks, an easy solution could 
be found in shifting to a penalty-rate basis. Then the money-market 
mechanism might function as in London, and it would be unnecessary 
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for the authorities to exercise discretion in negotiating repurchase 
agreements.*' Transition to a situation in which the principle of 
price rationing would apply is at least temporarily barred by the 
structural peculiarities of this sector of the money market. 


31. Whatever may be said concerning the fundamental wisdom of attempting to sepa- 
rate “investment” from “commercial” banking the banking reform legislation of 1933 
did not solve all problems of the banking structure. Security affiliates were eliminated. 
In some cases the activity of dealing in and trading in securities of the federal and local 
governments was transferred to the bond department of a commercial bank, as the law 
permitted. In other cases, the bond business remained with the affiliate, which became 
an independent enterprise. Dealer-banks and dealer-firms owe their present organiza- 
tional pattern in considerable measure to the 1933 reform legislation. A few dealers had 
been in business even before World War I. 


3 
| 
‘ 
i 
| | 
‘ 


TOWARD A MORE MEANINGFUL STATISTICAL 
CONCEPT OF THE MONEY SUPPLY 


LELAND J. PRITCHARD 
University of Kansas 


THE MONEY SUPPLY concept continues to be an area of disagree- 
ment. A recent presentation discusses among other things, “. . . the 
nature of money and the assets which may be appropriately classified 
as money.’ The assets which the authors of the Bulletin article 
regard as constituting our “means-of-payment” money supply are 
currency and (adjusted) demand deposits. Time deposits in com- 
mercial banks, savings deposits in mutual savings banks, and 
postal savings accounts are classified as “fringe” monies since they 
are deemed to possess a certain attribute of moneyness, viz., the 
“store of purchasing power” quality.” 

This paper takes issue with two formulations contained in the 
Bulletin article: that federally owned deposits should be excluded 
from computations of the means-of-payment money supply; and 
secondly, that savings deposits in mutual savings banks have the 
“store of purchasing power” quality of money, and have approxi- 
mately the same relationships to the means-of-payment money 
supply as do time deposits in commercial banks or deposits in the 
postal savings system.® 


1. “The Monetary System of the United States,” Federal Reserve Bulletin (February, 
1953), pp. 98-109. This is the first of a series of articles considering the operation of 
credit and monetary policy in the United States. Preparation of the articles is under the 
direction of Ralph A. Young, Director of the Division of Research and Statistics of the 
Board of Governors. 


2. Ibid., p. 98. “The store of purchasing power function can also be performed by an 
asset that does not itself serve as a means of payment if there is confidence that it can 
be converted into currency or demand deposits without undue loss or delay. Time de- 
posits with commercial and mutual savings banks meet this requirement.” A similar 
statement is to be found on page 100. Postal savings are included in this same category 
in a footnote to the chart on page 99. “Time deposits include those in mutual savings 
banks and in the Postal Savings System as well as in commercial banks.” These state- 
ments also conform to the long-established statistical classifications of the Board’s re- 
search staff. In the statistical sections of the Bulletin in the table entitled “Consolidated 
Condition Statement for Banks and the Monetary System,” deposits in mutual savings 
banks are lumped with time deposits in the commercial banks and deposits in the Postal 
Savings System under the heading “Time Deposits.” All of these items are in turn added 
together plus currency outside the banks and (adjusted) demand deposits to give a 
figure which purports to represent the total adjusted deposits and currency. 


3. The writer is indebted to Mr. Richard Youngdahl of the research staff of the Board 
of Governors for his extensive ciiticisms of this paper. This is not to be construed, how- 
ever, as implying that Mr. Youngdahl in anywise agrees with the controversial formu- 
lations presented. 
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The Bulletin article defines currency to include only currency out- 
side the banks. Vault cash in the commercial and the Reserve banks 
and Treasury currency in the possession of the Treasury are excluded. 
The demand deposit figure corresponds to the “adjusted” figure 
regularly reported in the Bulletin. This figure excludes all demand 
deposits in the Federal Reserve banks, all interbank demand de- 
posits in the commercial banks, and all federally owned demand de- 
posits in the commercial banks.‘ 

Except for the exclusion of the federal government’s balances 
there is logic in the selection of assets for inclusion in computations 
of the “means-of-payment” money supply. Relative to the exclusion 
of the federal accounts it is stated: “The factors influencing the 
holding of deposits by the United States Government differ in some 
respects from those influencing the holding of deposits by others. 
For this reason it is desirable for some purposes to exclude Gov- 
ernment-held deposits and consider only money held by consumers 
and businesses. Money so held is commonly referred to as the 
privately held money supply.’ 

It is not specified as to what these “purposes” may be, and from 
the statement it must be inferred that there is some value in dis- 
tinguishing between the privately and the publicly held money 
supply. Granted the justification for this classification it is not ac- 
complished by the present methods of reporting, which lump the 
balances of states, municipalities, and sundry local governmental 
jurisdictions in with the private accounts. 

For many analytical purposes it is useful to have a breakdown 
of the money supply according to its principal holders. Certainly 
there was need for segregating the federal account during and im- 
mediately after World War II when the government had at times 
“excessive” balances in excess of $20 billion. Whatever may be 
the reasons for segregating the federal account there is no economic 
justification for excluding the federal accounts in computations of 
the total primary money supply. A bank balance held by the federal 
government is, dollar for dollar, just as potent (but no more potent) 
a source of demand as an account of the same amount held by an 
individual, a business, or a local government jurisdiction. While the 
pattern of expenditure may differ when the federal government 
spends its balances, the total initial effective demand created is no 


4. It also excludes “cash items in process of collection.” These include checks, drafts, 
notes, or acceptances deposited with a bank for collection and for which the depositor 
is given credit before the account on which they are drawn has been debited. They must 
be subtracted from the total of demand deposits to avoid double counting. 


5. Ibid., p. 99. 
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different from the demands created by the expenditures of indi- 
viduals, businesses, or other governments. Therefore in compilations 
of the money supply demand deposit balances held by the federal 
government in both the commercial banks and in the Reserve banks 
should be included.*® 

The second formulation at issue involves the Bulletin discussion 
of various other assets presumably having “moneyness”’ properties. 
The article states that an asset is presumed to have a quality of 
moneyness if the holders have “confidence” in its “liquidity.”? In 
applying this nebulous criterion time deposits in commercial banks, 
savings deposits in mutual savings banks, and all deposits in the 
Postal Savings System are classified in the category of assets having 
the “store of purchasing power” quality of money. 

If the “store of purchasing power” attribute of money when 
applied to a given asset is to have significant meaning it ought to 
be defined in terms which are applicable to the whole economy. 
That is, no asset really has a monetary store of purchasing power 
quality unless there can be a net conversion of that asset into money, 
ceteris peribus. In other words it must be possible to effect this 
conversion without necessitating that any present money holder 
reduce his holdings. Any other interpretation becomes mired in a 
futile discussion of relative degrees of confidence and liquidity. 
Much more than monetary liquidity for the individual holder is 
necessary if an asset can be said to have the “store of purchasing 
power” quality; it must be simultaneously monetarily liquid for 
society as a whole. 

If this reasoning is accepted, then savings deposits in mutual 
savings banks must be rejected as having the quality of moneyness. 
Indeed there is no more justification for the inclusion of these assets 
than there is for the inclusion of the savings certificates of savings 
and loan associations, the cash’surrender value of life insurance 
policies, etc. 

There are many and distinct differences between the time (or 
savings) deposits of commercial banks and the savings deposits in 
mutual savings banks and similar types of assets. 

A time deposit in a commercial bank, from an economic stand- 

6. A breakdown of these holdings is desirable since the federal government sometimes 
varies its balances as between the Reserve banks and the commercial banks for reasons 
other than checking convenience, e.g., the building up of deposits with the Reserve banks 
in 1937-38 which was done with the explicit purpose of reducing banks reserves. Ordi- 
narily, however, federal balances with the Reserve banks, being dictated exclusively by 


considerations of checking convenience, are held to a figure of around one-half to one 
billion dollars. 


7. Ibid., p. 98. 


. 
4 € 
ad 
5 
1 
™ | 
1 
f 
te 
e 
it 
Ss, 
3 


44 The Journal of Finance 


point, is simply a demand deposit with a zero velocity. An expansion 
of time deposits, with minor exceptions, always causes an equal 
diminution in the “means-of-payment” money supply.* Conversely 
a decrease in time deposits in commercial banks, with inconsequen- 
tial exceptions, always causes an equal expansion in the primary 
money supply.’ In other words, time deposits in commercial banks 
are directly related to our primary money supply; they can be 
liquid for society as a whole and possess, therefore, the “store of 
purchasing power” attribute of money.’® 

No such direct relationship to the primary money supply can be 
traced to the savings deposits in mutual savings banks. In fact an 
expansion of these accounts, whether from the deposit of currency 
or checks, causes no change per se in the total primary money 
supply. Typically it simply involves the transfer of demand deposits 
from the saver to the savings bank which in due course invests 
the funds."' This investment process will not in any way force the 
commercial banks to disgorge any of their earning assets and as a 
consequence force a reduction in the money supply.” 

Contrariwise a reduction of deposits in the mutual savings banks 
will not cause an expansion in the money supply unless the liquida- 
tion of deposits in the mutual savings banks results in the transfer 
of savings bank portfolios to the commercial banks. This contingency 
assumes, of course, that the commercial banks have the requisite 
volume of excess reserves to absorb this transfer, and for some 
reason or other did not see fit to utilize this unused lending capacity 
until the assets disgorged by the savings banks were put on the 
market. Obviously there is nothing in this situation which would in- 
crease the ability of the commercial banks to lend (i.e., expand their 

8. Such as the conversion of monetary gold imports (which are not offsets to mer- 
chandise and service exports) into time deposits in the commercial banks. 


9. Unless the banks lack sufficient excess reserves and are unwilling or unable to re- 
plenish their reserves—an unlikely situation under present institutional arrangements. 

The term “primary” is here used interchangeably with the “means-of-payment” con- 
cept of the money supply. 


10. These and other characteristics of time and savings deposits in commercial banks 
have been widely discussed. For a further analysis of the nature of these deposits see 
especially: Lin Lin, “Are Time Deposits Money?” American Economic Review, XXVII 
(March, 1937), 76-86; Walter A. Morton, “A Zero Deposit Rate,” American Economic 
Review, XXX (September, 1940), 536-53; Weldon Welfing, “Some Characteristics of 
Savings Deposits,” American Economic Review, XXX (December, 1940), 748-58; and 
Harold Reed, “Principles of Banking Reform,” American Economic Review, XXXVII 
(Supplement, May, 1947), pp. 277-88. 


11. Reed, op. cit., pp. 285-86, describes these relationships more fully. 


12. Exceptions to this statement are confined to those limited instances in which the 
funds are invested in federal obligations at a time when the federal government is oper- 
ating with a cash surplus. 
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excess reserves) unless the savers who were withdrawing their 
accounts from the mutual savings banks chose to hold their balances 
in time deposits in the commercial banks.™* 

There is, however, justification for the inclusion of Postal Savings 
System accounts among the assets having the monetary quality of 
a store of value. Under present practices practically all the proceeds 
of these deposits are invested in federal obligations. Since the 
Treasury prefers the national debt to be held by the non-banking 
public, any net expansion of postal savings, unless the government 
is operating with an offsetting cash deficit, will be used to retire 
bank-held obligations. Conversely, a decrease in postal savings, 
assuming no offsetting cash surplus, will, unless counteracted, force 
the federal government to increase its borrowings from the com- 
mercial or the Reserve banks and thus increase the total volume of 
primary money.** 


13. It should not be inferred from this statement that the commercial banks loan out 
the savings represented by their time deposits. If the lending ability of the commercial 
banks is increased it is because, in the process of liquidation forced upon the mutual 
savings banks, a shift from the demand to the time deposit category is brought about. 
Under prevailing differential reserve ratios this will release excess reserves. Statements 
in the Bulletin indicate that these relationships were apparently misunderstood, and it 
was perhaps for this reason that savings accounts in commercial banks are lumped in- 
discriminately with savings accounts in mutual savings banks. Evidence of this mis- 
understanding is found on page 101: “In many ways the holding of savings in the form 
of time deposits is similar to their investment in various types of securities. In either 
case the saver, in exchange for an interest return, gives up an immediate means of pay- 
ment which becomes available for use by someone else—in the case of time deposits, 
by the commercial or mutual savings banks and through it ‘italics added] by the bor- 
rower... . Thus it is impossible to say whether any given asset has been acquired through 
the investment of savings entrusted to the banking system by depositors or through the 
creation of demand deposit liabilities.” 

It appears from the foregoing statements that the authors of the Bulletin article think 
that the commercial banks get some (though indeterminate) variety of earning assets 
through the creation of demand deposits and the remainder through the investment of 
the savings put at their disposal by time depositors. The error here is to include the 
commercial bank in the same category as the mutual savings bank. No correct under- 
standing of the nature of the money supply is possible unless it is realized that the com- 
mercial banks do not loan out the savings of the public; and it matters not whether the 
savers take an equity or a creditor position with respect to the bank. It is an established, 
though apparently not a well-known proposition, that the commercial banks are unique 
in that they do not loan out the savings of anybody, demand depositor, time depositor, 
stockholder, et al. The commercial banks are not middlemen in the lending process; they 
create new demand deposits as a consequence of their lending activities. 

For further amplification of these concepts see Leland J. Pritchard, “A Note on the 
Relationships of Bank Capital to the Lending Ability of the Commercial Banks,” Ameri- 
can Economic Review, XLIII (June, 1953), 362-66. 


14. The federal government might counteract a mass liquidation of postal savings 
accounts or non-marketable issues by issuing securities with terms which would make 
them competitive with other loans and investments, even perhaps to the extent of at- 
tracting some of the funds that had been obtained by liquidating postal savings or non- 
marketable issues. This contingency is not of course a denial of the monetary liquidity 
of these assets; it simply draws attention to the fact that a liquidation of postal savings 
or non-marketable federal issues does not necessarily result in an equal expansion of the 
primary money supply. 
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However, there is no more justification for including postal savings 
deposits in the category of assets having monetary properties than 
other types of non-marketable federal obligations held by the non- 
banking public. Indeed for the same reasons given above all federal 
obligations held by the non-banking public could have been included 
while the Reserve authorities were following a more or less rigid 
“pegging” policy.” 

By way of summarization and in order to clarify the discussion 
thus far a classification of assets according to their “degrees” of 
moneyness might be in order. The writer suggests the following 
classification as contributing to this end: 

I. Primary (Means-of-Payment) Money 

1. Currency outside the commercial banks and the United 
States Treasury 

2. Demand deposits including federally owned deposits in the 
Reserve banks; and excluding interbank demand deposits 
and cash items in process of collection 

II. Secondary Money 

1. Time deposits in commercial banks excluding interbank 

time deposits 
Ill. Tertiary Money 

1. Postal savings deposits, less balances held by the Postal 
Savings System in the commercial banks in the form of 
either demand or time deposits 

2. Non-marketable United States obligations held by the 
non-banking public (excludes the commercial and Reserve 
banks) 

The criteria for the selection and classification of assets (from 
the standpoint of the public) having monetary properties which 
justify their inclusion in a statistical computation of the means-of- 
payment and fringe money supplies are these: 

1. Primary money: All assets which are actually used as a means- 
of-payment. 

2. Secondary money: Assets which have a direct relationship 
to the primary money supply, and which therefore have the “mone- 
tary store of purchasing power” quality. An increase in these assets 
causes an equal decrease in the volume of primary money, and vice 
versa. 

3. Tertiary money: Assets which have a “monetary store of pur- 


15. Reference here is to the policies of the Open Market Committee of the Federal 
Reserve System from the end of 1941 to March 1951. 
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chasing power” quality even though they do not have a direct and 
unvarying relationship to the primary money supply. 

The types of currency and demand deposits which make up the 
primary money supply do not include interbank demand deposits 
and vault cash. Interbank demand deposits are excluded because 
they are not demand deposits in the sense of funds which may be 
immediately withdrawn and spent. Practically all of these interbank 
balances are maintained in order to meet reserve requirements; to 
secure the advantages of correspondent relationships; or for check 
clearing purposes. Any given interbank demand deposit may combine 
any one or several of the raison d’étre. Very little of these balances, 
comparatively speaking, are used in the market place as a demand 
for output. Vault cash is excluded for similar reasons since it is 
money at a way station, either going to or from the public. 

Time deposits in commercial banks are the only type of asset 
listed as a so-called secondary money; the reason being as indicated 
above that time deposits tend to bear a direct, unit for unit relation- 
ship to the primary money supply, whereas the various types of 
“tertiary money” do not. Type III, however, possesses an essential 
quality of moneyness since these assets are all capable of being con- 
verted into a definite volume of primary money without forcing 
a reduction in any of the existing holdings of money outstanding. In 
other words they possess general liquidity and not just particular 
or individual liquidity. 

It is not suggested that data reported in accordance with the 
foregoing classifications would precisely mirror our actual primary 
and “fringe” money supplies. There is no way of knowing, for 
example, the exact volume of currency outstanding which has 
actually been destroyed but which must be reported as statistically 
in circulation until proof of its destruction is available. But at least 
such a grouping of the data would avoid some of the pitfalls to 
which we are now subject.’® 

By including the various types of United States obligations which 
are redeemable on demand (or virtually so) at a fixed number of 

16. Nor is it implied that the foregoing classifications are timeless. Particularly is this 
true with respect to the so-called “tertiary” moneys. A reversion to a “pegging” policy 
would once again give a property of moneyness to the entire national debt. Extension 
of the scope and practices of the Federal National Mortgage Association and the Fed- 
eral Home Loan Banks; the relaxation of rediscount privileges extended by the Federal 
Reserve Banks; the resurrection of the Home Owners Loan Corporation and the Federal 
Farm Mortgage Association; these and similar measures if accompanied by appropriate 
guaranties by the federal government could assure a secondary market for virtually all 
of the earning assets of the banks, life insurance companies, savings and loan associations, 


etc., and would give the “store of purchasing power” attribute of money to all of these 
assets. 
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dollars along with the data on postal savings now reported in the 
“Deposit and Currency” table in the Bulletin a much more accurate 
impression would be gained of the added volume of money that 
could be forced on the community if the people should become 
convinced that inflationary trends would predominate.** 

By segregating time deposits in commercial banks from savings 
accounts in mutual savings banks a similar objective would be 
served. Time deposits are an evidence of monetary savings that have 
not been spent.’® Savings deposits in mutual savings banks are 
evidence of the fact that monetary savings have been withdrawn 
from the commercial banks and (with minor exceptions) have been 
spent. The growth of mutual savings bank deposits is not an evidence 
of a growth in the money supply, but rather evidence of its 
utilization. 

Since these deposits do not ceteris paribus bear a direct relation- 
ship to the primary money supply and since they do not possess 
monetary liquidity under existing institutional arrangements, (i.e., 
simultaneous liquidity for the entire economy), it is therefore 
incorrect to include deposits in mutual savings banks in computa- 
tions of either primary or fringe money supplies.’® 

From an examination of the Bulletin and other publications of 
the Board of Governors it would not appear necessary to collect 
additional data in order to publish statistics on the money supply 
in accordance with the above classifications. This could be ac- 
complished merely by a regrouping of the figures now being re- 
ported. Such a grouping would provide a much more definite and 
meaningful concept of our actual money supply and our supply of 
fringe monies than we now have. 

17. In this event people would seek to reduce their hoidings of money, or obligations 
payable in a fixed number of dollars. The effect of these actions would be to increase 
the velocity of money, and over a period of time, its volume. It is one of the paradoxes 


of money that if people in the aggregate seek to reduce their cash balances they will 
end up with larger cash balances, and vice versa. 


18. Monetary savings are here defined to include time deposits in commercial banks, 
plus currency and demand deposits held over beyond the income period in which re- 
ceived. 


19. Except for deposits in those few mutual savings banks that have taken out mem- 
bership in the Federal Reserve System, which provide a checking service, and which 
have become, in effect, commercial banks. 
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A REAPPRAISAL OF THE SOURCES OF SURPLUS 
PROFITS IN A SELLER’S MARKET* 


Donatp J. Hart 
University of Idaho 


PROFIT THEORIES have largely ignored the problem of locating 
sources of surplus profits. This is particularly true for seller’s-market 
periods. 

During the period 1939 to 1948, profits rose more rapidly than 
did indices of other distributive shares or prices, especially after 
1945. Prices are treated in conjunction with wage and profit move- 
ments because they rej resent the focal point of economic activity 
in the market. 

Some of the sources of profit are functional, others institutional. 
These sources include: the monopolistic element, exploitation of 
labor, exploitation of consumers, productivity of the entrepreneur, 
risk, uncertainty, dynamic change, efficiency. 

The marginal productivity theory of distribution does not serve 
this study, for it disregards influences upon price which lie outside 
the productive process itself. The marginal productivity theory 
assumes incorrectly that the productivity of factors is not affected 
by the payments they receive. The theory also fails to explain satis- 
factorily why profits fluctuate more widely than any other dis- 
tributive share. 

In the short run, distributive shares are affected by group 
bargaining powers. These are felt through the effects of (1) labor 
union pressure upon wage and profit rates; (2) monopolistic ad- 
vantage; (3) authoritarian pricing; and (4) government negotiation 
for large purchases in a war economy. 

During the period considered, profits increased disproportionately 
to other shares. These surplus profits apparently came out of what 
(in the former distribution pattern) would have been other dis- 
tributive shares. The question is: How were the other factors 
induced to part with portions of their distributive shares of income? 

A number of fortuitous circumstances were present in the period 
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under scrutiny. Together, these provided a maximum opportunity 
for inducing (i.e., bargaining for) so-called “chance” gains. These 
various market influences caused a loss of the buyers’ perspective 
in their attempts to satisfy wants. This means that demand curves 
shifted upward and to the right, becoming less elastic and mcie 
fuzzy, reflecting a more and more imperfect monetary determination 
of use value. 

With some limitation, bargaining has long been looked upon as 
a price determinant, for attention is paid to profit in determining 
sellers’ withholding prices. 

The conclusion reached is that under seller’s-market conditions, 
sellers’ surplus profits arise at least partially out of an institutional 
“bargaining” source through the conscious efforts of entrepreneurs 
to maximize their current advantage by means of pertinent price- 
policy and wage-policy decisions. 
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AN ANALYSIS OF GROUP ANNUITIES* 


KENNETH BLACK, JR. 
University of Georgia 


THE DRIVE FOR SECURITY since the depression of the 1930’s has 
led to greatly incr :ased interest and activity in the problems of old 
age due in part to the effects of the depression itself and in part to 
the increasing proportion of our population coming into the older 
age brackets. Today the individual, private industry, and govern- 
ment are all playing a vital role in seeking a solution to the needs 
of our older citizens. 

The role of private industry in this area has been an important 
one with perhaps its most significant contribution lying in the de- 
velopment of private pension plans. This development was stimulated 
by many factors including the depression of 1932, the Federal 
Social Security legislation, high tax rates, wage controls, and, last 
but not least, union pressure which has been very important since 
World War II. 

As the number of private retirement plans has increased, two 
broad categories have developed, insured and uninsured. The unin- 
sured plan is in reality a self-administered plan usually employing 
a bank or trust company to handle the investment aspects of the 
plan. While the employer assumes all of the risks under such a 
plan, in recent years this type of plan has become very popular, 
particularly among large employers. The other category, the insured 
pension plan, includes those plans underwritten by life insurance 
companies on a group or individual policy basis. In this area, the 
entire administration of the plan is turned over to the insurance 
company and advantage is taken of the insurance company’s ca- 
pacity to guarantee promised benefits. It is the insured type of 
plan written under a group contract with which this study is 
concerned. 

This study sets forth the development and current status of the 
group annuity retirement plan and analyzes and evaluates as far 
as possible significant trends. To appraise such trends, it was nec- 
essary to examine the policies and practices of the various companies 
underwriting group annuity plans and to determine the reasons be- 
hind the various developments that have taken place. 
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The study is divided into twelve chapters. Chapter ii deals with 
the development of the group annuity business; the legal aspects 
of the group annuity contract are presented in chapter iii. These 
background chapters serve as a foundation for a detailed study of 
the group annuity contract. Chapters iv, v, vi, and vii review 
the basic provisions of the several types of group annuity contracts 
in use today. These types include the standard deferred group 
anrtiuity, the deposit administration, the immediate participation 
guaranty, and the group permanent contracts. 

The principal underwriting rules employed by life insurance com- 
panies are reviewed in chapter viii; chapter ix outlines the ad- 
ministrative functions of both the insurance company and the 
employer in the operation of a group annuity retirement program. 

Chapter x is an analysis of the factors underlying the cost of an 
insured retirement program with particular reference to the improve- 
ment in mortality and its effect on pension costs. Chapter xi re- 
views the basic funding methods employed in meeting pension costs 
and also examines the dividend and reserve policies of the life in- 
surance companies, again with respect to the group annuity business. 

In chapter xii is a comparative analysis of the four basic group 
annuity contracts. The development is from three points of view: 
the employee, the employer, and the life insurance company. Finally, 
the trends which appear significant to the writer as a result of this 
study are indicated. 
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BALANCE-OF-PAYMENTS PROBLEMS 
OF DEVELOPING COUNTRIES* 


RICHARD PERLMAN 
Adelphi College 


THIS STUDY ANALYZEs the conditions under which a country de- 
veloping with the aid of foreign investment is able to meet its 
financial obligations to the assisting countries without recourse to 
steps which retard development. If the developing country cannot 
remit amortization and interest payments—or profits in cases in 
which foreign equity investments are made—to the foreign lenders 
without incurring a persistent deficit in its balance of payments, 
then, exchange controls or import restrictions must be imposed or 
the exchange rate depreciated. The income and price effects of 
foreign-financed development determine whether these measures, 
which retard development, are required. 

In describing the income effects of foreign-financed development, 
the foreign-trade multiplier is used as an operational tool. The effects 
of an inflow of loan funds are treated separately from those of an 
inflow of equity funds. 

Price changes are dependent on the productivity of the develop- 
ing country’s work force and the sensitivity of the country’s bank- 
ing system to an inflow of foreign capital. The effect of price 
changes on the developing country’s balance of payments is de- 
pendent on the country’s pattern of production. 

The main conclusion of this study is that whether foreign loan 
or equity funds are provided, if income and price effects of foreign- 
financed development are to combine to allow the servicing of 
foreign investments without balance-of-payments difficulties, savings 
must be stimulated in developing countries. 

Investment that is financed by foreigners is not financed out of 
domestic savings. But unless savings increase as income increases 
as a consequence of this additional investment, inflation will result, 
and inflation is the basic source of the pressure on the balance of 
payments. Unless savings increase, measures such as exchange con- 
trols or exchange rate depreciation would adjust the balance of 
payments, but would contribute to the inflationary pressure and 
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would require further economic regimentation of prices and 
production. 

As a substitute for increased savings the pace of developmental 
investment could be retarded. If savings are not forthcoming to 
finance a rapid increase in investment, and if savings are not to 
be forced by higher prices, which would intensify balance-of-pay- 
ments difficulties, or by higher taxes, which would contract the 
private economy then, to avoid balance-of-payments difficulties, 
investment would have to be limited to the amount of savings 
willingly provided. 
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THE INVESTMENTS OF SEVEN NEGRO 
LIFE INSURANCE COMPANIES* 


ApAM SHIRLEY ARNOLD, JR. 
Prairie View A. & M. College 


THIS DISSERTATION HAS dealt with the investments of seven Negro 
life insurance companies. The study was designed to investigate, and 
to determine the results of the investment practices of these com- 
panies at five-year intervals, beginning with 1930 and concluding 
with 1949. 

Prior to making the investigation, a brief history of the Negro in- 
surance industry was presented. This presentation was followed by 
a discussion of the nature of life insurance funds and the related 
subjects of regulation and valuation. The differences in investment 
problems which face managers of life companies and the problems 
which face managers of fire companies, savings, and commercial 
banks were included in the discussion. 

The portfolios of each company were examined and materials were 
brought together to show how the companies as a group had allo- 
cated their reserves over various earning assets. The percentage dis- 
tributions were compared with those of all United States companies. 
This comparison revealed that during the five-year period all United 
States companies made larger commitments in mortgage loans and 
bonds than did the companies which were studied. On the other 
hand, Negro companies made larger commitments in real estate and 
stocks, and constantly maintained larger cash balances. Tests were 
made of Negro and non-Negro companies according to size, i.e., 
large, medium, and small. Distinct variations appeared between 
companies of the same size, as well as companies of different sizes. 
However, in most instances, the general pattern as determined by 
the industry comparisons prevailed when tests were made between 
Negro and non-Negro companies individually. — 

The manner in which investment policy had caused investments 
to be diversified according to geographical locations, maturity dates, 
industries, and securities was examined. The United States was di- 
vided into nine divisions in order to ascertain the extent of geographi- 
cal diversification. Real estate was owned in six of the divisions 
selected, as were mortgage loans. This distribution reflected the 


* A dissertation completed at the University of Wisconsin in 1951. 
55 


and 
to 
to 
ay- 
the 
1es, 
ngs 
>» 
pe 
| 


56 The Journal of Finance 


policy of six companies. The average distribution between fixed- 
value obligations and common stocks was approximately three-fourths 
fixed-value obligations to one-fourth common stocks throughout the 
period. 

Bonds of the United States government, states, political sub- 
divisions, railroads, public utilities, and industrials appeared in the 
composite portfolio each year. The largest volume was in political 
subdivision bonds from 1930 to 1940. After 1940 United States gov- 
ernment bonds were carried in the greatest amount. Bonds of foreign 
governments appeared in two years—1945 and 1949. 

In 1930, the composite portfolio only showed public utility and 
industrial stocks; after 1930, railroad stocks were included with 
utilities and industrials. The largest volume of stock was repre- 
sented by the industrial class, with rails showing the smallest volume 
over the period. 

Current earnings were shown for the companies as a group for 
each investment asset. Also the earning rates on investment assets 
experienced by individual companies were shown. The analysis in- 
dicated a better performance by the larger companies and the poorest 
by small companies. When the mean net rates on all assets realized 
by Negro companies were compared with the mean net rates earned 
by non-Negro companies, it was determined that both groups realized 
approximately the same rate in 1940 (3.5 and 3.6 per cent). How- 
ever, in 1945 the Negro companies earned 3.16. In the same year, 
the non-Negro companies earned a mean rate of 2.9 per cent. By 
1949, earnings of the latter were 3.2 per cent, a year in which the 
Negro companies earned 2.96 per cent. 

An analysis of gains and losses for the period was made. The 
analysis indicated that a net loss was realized on real estate and 
mortgage investments during the period. However, net profits were 
taken on bond, stock, and collateral loan investments. A comparison 
of net losses and net profits on all investments resulted in an over-all 
profit for the period for six companies. The largest profits were taken 
on bonds, and the largest losses were realized on real estate invest- 
ments. The investment accomplishment represents the efficacy of 
investment practices which have been followed by the companies. 

The latter part of the study has been devoted to questions con- 
cerning management and the extent to which the companies have 
made direct investments in Negro businesses or for Negro persons. 
As to the first question, the conclusion was reached that the com- 
panies investigated are favorably weighted with highly qualified 
persons who have managerial responsibilities. This determination 
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was made from an analysis of the educational and professional 
training of the persons involved. Materials for this part of the study 
were collected through the use of questionnaires. The writer was 
interested in ascertaining whether any of the companies used the 
services of investment counselors in arriving at their investment 
policies. It was revealed that a counselor’s services had been obtained 
by only one company. The others were entirely responsible for their 
own policy determination. 

As to the matter of investing in Negro enterprises, it was learned 
that some commitments in this area have been made. A considerable 
number of mortgage loans had been made on property habitated by 
Negro persons. Other types of investments of this general character 
were: (1) bonds issued by Negro churches; (2) bonds issued by 
Negro schools; (3) stocks issued by Negro banks and savings and 
loan associations; and (4) stocks of Negro insurance companies. 

The evolution of investments of these companies was considered 
in conjunction with cyclical influences operating within our economy 
from 1930 through 1949. That these companies weathered the diffi- 
culties which they faced in the early 1930’s and retained confidence 
of their policyholders and the public is to their everlasting credit. 

In using the term “life insurance company” in the dissertation, 
reference is made only to legal reserve companies. The term “Negro 
company” is used as meaning a firm which is owned and managed by 
Negroes. A characteristic of the Negro company is that it offers to 
serve the public generally, even though all, or nearly all of its policy- 
holders may be Negroes. 
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FUND-FLOW ANALYSIS IN ECONOMIC RESEARCH* 


Howarp H. GREENBAUM 
West Hempstead, 


THIS STUDY IS A SURVEY of certain methods employed by economists 
in utilizing data contained in published financial reports. These 
methods are related variations of a systematic apparatus for deriving 
statistics of business expenditures and the means by which they are 
financed: that is, for analyzing the sources and uses of funds. 

Economists have been using the technique of fund-flow analysis 
in order to ascertain the impact of business decisions on the rest of 
the economy. They have developed methods and forms to suit their 
various special interests. These methods and forms are reviewed 
with careful attention to the mechanics of construction, followed 
by a consideration of utility and limitations. 

The presentation has been designed to serve the needs of the 
economist who is not a trained accountant but who must work with 
the accountant’s product. 

Part I (two chapters) surveys the economic studies utilizing fund- 
flow techniques for the purpose of indicating why economists have 
used these procedures. Stress is placed on the fact that fund-flow 
anal, sis involves not one but a variety of methods, and that the 
method utilized by the economist is directly dependent upon the 
purpose of his study. 

Part II (eight chapters) deals with various aspects of the most 
popular type of fund-flow «ualysis, the cash-or-equivalent fund 
method, as employed by Dirks, Dobrovolsky, Hersey, Koch, Mer- 
win, Schmidt, Terborgh, and many other economists. The discussion 
is concerned first with general problems, including sources of data, 
adjustments required, and forms of presentation. Attention is then 
given to problems associated with more specialized topics, such as 
fixed assets, inventories, depreciation, retained earnings, and internal 
and external sources of funds. Among other conclusions it is demon- 
strated that statistics on internal and external financing are related 
closely to the purpose for which fund-flow analysis is undertaken, 
i.e., the terms “internal” and “external” do not have fixed meanings. 
Though based on the same data, conclusions as to internal and 
external financing may differ according to whether the subject 
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studied is the financing of total asset expansion, the financing of 
physical asset expansion, the financing of fixed asset expenditures, or 
the financing of all requirements for funds. 

Part III (two chapters) explains the construction, utility, and 
limitations of several fund-flow statements derived by techniques 
other than the cash-or-equivalent fund method, and discusses the 
fund-flow methods employed in macro-economic studies of the 
national economy, giving consideration to the work of the United 
States Department of Commerce, Copeland, Derksen, Goldsmith, 
Stone, and other economists in this field. 
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HISTORY OF THE ORGANIZATION AND POLICIES 
OF THE AMERICAN BANKERS ASSOCIATION* 


Wiisert M. SCHNEIDER 
Emmanuel Missionary College 


SEVENTY-FIVE YEARS AGO, July, 1875, a fraternal organization known 
as the American Bankers Association was formed in Saratoga 
Springs, New York. For purposes of this study, its choronological 
history is divided into three twenty-five-year periods as follows: 
1875-1900, 1900-1925, and 1925-1950. Following this, an attempt 
is made to present an analysis of the Association’s structural organi- 
zation. In the concluding section the Association’s views and policies 
are discussed from an objective point of view. 

The origin of the Association can be traced to an evening early 
in January, 1875, when in the city of St. Louis two bank cashiers 
met to walk home together. Upon observing a sign calling attention 
to a “Woman’s Suffrage Mass Meeting,” the question was raised: 
If women can get together to promote their interests, why could not 
bankers by co-operation and organization accomplish what they 
deem necessary and expedient? 

The preceding question embodies the over-all objective of the 
Association—first, to develop programs designed to improve and 
extend banking services and to promote better bank management; 
second, to review legislative proposals and enactments carefully with 
the thought of influencing the removal or passage of legislation 
affecting banks and banking. 

During its formative years the Association appears to have been 
more interested in the latter objective. It early sought the removal 
of bank taxes imposed during the war between the states and the 
resumption of specie payment. Thereafter its attention was directed 
to the problem of securing a sound currency and banking system. 
Of special interest is the Association’s attitude toward the formation 
of the Federal Reserve System as related to the preceding Aldrich 
Plan. Because it had indorsed the Aldrich Plan, the Association 
remained adamant toward the passage of certain aspects of the 
Federal Reserve Act. However, afterward the Association was 
quick to support the Federal Reserve System, recognizing that 
differences of opinion could be cared for by means of amendments. 
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The Association’s reaction upon other legislation is also reviewed. 

Organizationally speaking, the Association has had to create new 
functional working units from time to time to provide adequate 
machinery for the execution of its expanding services. Thus, it has 
been possible to enlarge upon its primary objective—that of educat- 
ing not only for better bank management but also for public en- 
lightenment. 

Outstanding among its educational facilities providing formal 
instruction and independent study are the Graduate School of Bank- 
ing and the American Institute of Banking. The dissemination of 
factual and instructive information represents a major job. 

From time to time the Association has expressed itself upon vital 
subjects pertaining to banking, public finance, and government in- 
tervention in fields of private enterprise. These views are set forth 
in order better to understand the Association in its attempt to 
represent the interests of over fifteen thousand member banks. Only 
by understanding the ends toward which the American Bankers 
Association is working can one appreciate the great constructive 
force it represents for sound and orderly national progress. 
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A REAPPRAISAL OF THE CONCEPT, POTENTIALITIES, 
AND LIMITATIONS OF FISCAL POLICY IN 
THE AMERICAN ECONOMY* 


RoBERT JOHN SCHIER 
San Diego, Calif. 


FoR SOME TIME it has been recognized that government has potential 
social and economic levers in such fiscal tools as taxation, borrow- 
ing, spending, and investing. The role that should be played by 
fiscal policy in using these tools to remedy America’s economic and 
social ills has proved to be one of the most controversial of economic 
subjects. Not only has this been the result of the variant philo- 
sophical attitudes toward the role that government should play in 
society, but it has also been the result of underlying differences 
in economic theorizing. The primary objective of the present study 
was to present an extensive appraisal of the possibilities, deficiencies, 
and areas for further research in both fiscal policy theory and ap- 
plication in the American economy. 

To carry out its objective, the thesis has been broken down into 
five major “parts,” which (1) analyze the fiscal policy goals and the 
fiscal policy tools, (2) investigate the underlying economic theory 
relevant to fiscal policy, (3) examine the techniques and problems in 
the administration of fiscal policy, (4) develop specific fiscal policy 
programs for depression, wartime, prosperity, and for the long run, 
and (5) attempt to appraise the future role of fiscal policy in the 
American economy. 

The study makes use of both the inductive and deductive tools of 
analysis. In the main, it constitutes an analysis, evaluation, co- 
ordination, and synthesis of the thought in the field, with frequent 
reference to statistical data available in the reports and literature 
to test the conclusions. 

Conclusions —Much of the contribution of the paper may lie in 
an economic analysis of the fiscal process and the suggestion of 
specific fiscal programs suitable to the economy. Nevertheless, there 
are a few general conclusions concerning fiscal policy which appear 
to be somewhat more significant than the rest. (1) Neither the 
“orthodox” nor the “aggregative” schools of economic thought seem 
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to have a monopoly upon wisdom in regard to fiscal policy. In the 
main, they appear to emphasize different economic forces. In dif- 
ferent times and under different conditions one or the other may 
predominate. (2) Safety and success require that fiscal policy be 
applied with some restraint. With the present degree of knowledge, 
capacity for prediction, human weaknesses, political institutions, ad- 
ministrative responsiveness, and economic reactions, full-scale man- 
aged “compensatory” fiscal policy in an attempt to “iron out” busi- 
ness cycles and adjust long-run trends appears somewhat impracti- 
cable and even dangerous. (3) The present importance of the public 
economy gives fiscal policy a great potential for good or evil. Fiscal 
effects become pertinent to every major budgetary decision. (4) The 
initial brunt of economic control must probably be borne mainly by 
a high degree of innate revenue and expenditure flexibility. Almost 
every defect of fiscal policy tends to decline sharply when the 
fiscal effects are “built-in.”” Short-run managed adjustments should 
be reserved until the true economic trend has been determined. (5) 
A long-run fiscal structure can be developed which is adjustable to 
both inflationary and deflationary conditions. (6) Fiscal policy is 
probably best co-ordinated with economic, monetary, and banking 
policy in a multisided attack. (7) Seldom should the principles of 
equity and administration, traditionally so important in public 
finance, be sacrificed to purely economic ends. Otherwise, the fiscal 
program will be threatened by inefficiency and lack of public support. 
(8) The effect of further research upon the success of fiscal policy 
will probably be in the direction of refinement of the techniques al- 
ready available, rather than in the direction of a major revolution 
in its workability. 
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AN ECONOMIC ANALYSIS OF THE BURDEN 
OF PUBLIC DEBT* 


NorRMAN SUN 
Park College 


THE PURPOSE OF THIS STUDY is to clarify the concepts of the burden 
of public debt, to analyze debt financing and its effects on the debt 
burden, to discuss the factors that determine the burden of public 
debt and to make some measurements and analyses of the “weight 
of the burden,” and, finally, to synthesize the theoretical analysis 
into some “universal principles” of debt burden and to apply them to 
the analysis of the United States government debt. 

The burden of public debt may be classified into three main 
types—psychological, financial, and “real” economic. The psycho- 
logical burden is subjective. It is the “mental hazard” that arises 
as a result of the existence of the debt. The intensity of the psycho- 
logical burden depends on the attitude of the people toward the 
“existence” and “repayment” of the debt, their confidence in the 
credit of the government, the debt policy of the government, and the 
general stability of the economy. 

The financial burden is an objective burden. It is the amount of 
taxes which must be levied to meet the interest charges and the 
repayment of the principal. Its weight is directly related to the 
population, wealth, income of the debtor nation, the distribution 
of wealth and income, and the distribution of ownership of the 
debt and the tax burden. 

The “real” economic burden exists when public debt leads to a 
decrease in national income, a lowering of the standard of living, 
a decline in production, and/or monetary inflation. 

These three types of burden of public debt—psychological, finan- 
cial, and “real” economic—are interrelated and mutually reinforcing. 
Financial burden lies at the root of all debt burden. Without finan- 
cial burden, psychological burden and real economic burden would 
not exist. However, optimism toward the existence of public debt 
may alleviate the psychological burden of the debt, while pessimism 
aggravates it. The psychological burden may create a real burden 
if it depresses the marginal efficiency of capital and discourages 
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investment. On the other hand, the real economic burden of the 
debt, such as the adverse effects on production and inflation, will 
certainly aggravate the psychological and financial burden of the 
debt. The financial burden increases taxes, which may discourage 
investment and thus increase the “real” burden of the debt. 

To achieve the minimum net burden through time, three basic 
principles must be observed: (1) the principle of “economy”— 
minimization of all the burdens of the debt, (2) the principle of 
the “flexibility” of structure of the debt, (3) the principle of “har- 
mony” of objectives. 

In conclusion, the economic burden of public debt varies with 
changing economic conditions. It is a dynamic, not a static, phe- 
nomenon. Constant analysis of the burden and its effects is necessary. 
In making adjustments to attain a minimum net economic burden 
through time, relative changes of the debt structure, as well as 
absolute changes of debt levels, are important. The management of 
public debt should remain in harmony with the over-all policies of 
maintaining economic stability and equilibrium. 
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MUNICIPAL FINANCE PROBLEMS OF THE CITY 
OF GLENDALE, CALIFORNIA—AN ANALYSIS OF 
THEIR NATURE, TRENDS, AND PROSPECTS* 


Homer Howrett HAMNER 
Baylor University 


THE CHIEF PURPOSE of this analysis was to examine the expendi- 
ture and revenue behavior and, in lesser degree, the debt behavior 
of one city, Glendale, California, in order to compare it with the 
larger patterns of American municipal finance behavior. 

The analyst reviewed the expenditures, revenues, and debt pay- 
ments of the city over a period of years ranging from five to 
twenty. Questionnaire material, largely furnished by the City Con- 
troller’s Office, provided the core of raw data. Interpretation was 
guided by the opinions of public administrators interviewed and 
authoritative writers. Expenditures, revenues, and debts of the 
Glendale Unified School District were analyzed briefly and ap- 
pended. All city finance trends were examined against the economic 
characteristics of the city. 

The standards of municipal services demanded by Glendale’s 
citizenry are relatively high and there is little evidence to suggest 
the desirability or likelihood of any immediate diminution in such 
standards. The expenditures for maintaining those standards have 
been rising recently. 

Numerous causes have contributed to the rise in this city’s ex- 
penditures: (1) growth of population requiring services, (2) rise 
in costs of personnel, materials, and equipment, (3) rise in costs of 
more intensive land use, (4) resumption of postponed construction 
and building programs. 

The provision of municipal services in Glendale tends to be a 
process with increasing unit cost character. 

Glendale’s property tax does not furnish as great a proportion of 
total municipal revenue as it did twenty years ago, but it is still the 
most substantial single source of city income and is characterized 
by relatively high yields and relatively assured general stability. 

The property tax in Glendale, despite all criticisms and despite 
acknowledged weaknesses, has proved its worth as a tested fiscal 
instrument conducive to good budgeting and effective planning. 
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California has, in general, extended municipal grants-in-aid to 
cover four purposes: education, highways and streets, public works, 
and civilian defense. This state financial assistance has proved for 
Glendale both needed and desirable. 

The Glendale Sales Tax is relatively recent. Its yield thus far 
has been relatively high, but it is sensitive to cyclical fluctuations 
of business and may well prove to be less budgetable than the 
property tax. 

Glendale has never had and does not currently contemplate the 
use of an income tax. 

Glendale has long participated in the use of levies classed as 
special charges. 

To meet the capital improvement needs the city should anticipate 
the adoption of a rational debt extension scheme. 
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BOOK REVIEWS 


Business Finance 


Capital Budgeting. By Jort Dean. New York: Columbia University Press, 1951. 
Pp. x-+174. $5.00. 


This book makes significant contributions to the economics of capital budget- 
ing. By drawing upon his extensive experience as a management consultant, the 
author adds to the (fortunately growing) body of information available to 
professional economists concerning how business managements have in fact 
determined the over-all volume of their capital outlays, how they have chosen 
between different competing investment opportunities, and what management 
attitudes and practice have been on various related matters. 

In many imporant respects decisions are shown to differ widely from the 
presumptions of most existing theory. Appropriate modifications in the usual 
analytical models will be required if more adequate and reliable conclusions 
are to be reached on the broad policy questions with which economists have 
been concerned. While it is not Dean’s purpose in this volume to develop new 
economic theory, he does supply many observations about actual business 
behavior which should receive the careful attention of economists interested 
in this field. 

From the standpoint of broad social policy one of the major issues is the 
extent to which, and how, private business managements may be able to 
stabilize their capital outlays over the cycle in order to minimize demands for 
government action. One of the highlights of the volume is Dean’s final chapter 
devoted to this question. While here, as elsewhere in the volume, Dean does not 
go into the internal organizational and administrative problems that would 
be involved in the implementation of such a policy, he does provide a valuable 
analysis of the more straightforward economic considerations. 

The volume also represents an able exposition of the economics of capital 
budgeting which will be useful to many having actual responsibility for such 
decisions. Indeed, the primary purpose of the book is to supply the need the 
author sees for an analytical framework which will help to systematize and orient 
management’s approach to decisions on capital expenditures. To this end, the 
first half of the book (four chapters) develops a conceptual model of the 
investment problem for management, emphasizing what needs to be estimated 
(given the assumed management objective of profit maximization), how these 
estimates in general can and should be made, and how the resulting estimates 
can be fitted together logically. Unfortunately the usefulness of this framework 
is considerably limited, as the author well realizes, by the fact that the assump- 
tions of the theory upon which it is based are very restrictive. 

This book merits the attention of economists and of those in business, 
especially those not trained in economics, who wish to take advantage of some 
of the helpful insights to investment problems that existing economic analysis 
can provide. But this reviewer cannot resist the wish that the author had 
drawn upon his extensive management consulting experience and his undoubted 
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skill as an economist to develop his description of actual business practice 
more fully and systematically, and also to develop and broaden the framework 
of his analysis so that it could handle more adequately the variety of complex 
considerations involved in making investment decisions. 


Joun LINTNER 
Harvard University 


Analysis of Financial Statements. By Harry G. GuTHMANN. Fourth ed.; New 
York: Prentice-Hall, 1953. Pp. xi+-703. $7.00. 


If you are afraid that this is another book on ratio analysis, you may forget 
your fears. Although Dr. Guthmann doesn’t show quite as much disrespect 
for financial ratios as this reviewer would like, he does put them in their place 
and emphasizes their limitations. The material moves away from ratio analysis 
toward the more appropriate comparative statements, changes in position, and 
trend compilations. 

Part I leads the non-accountant through a satisfactory development of the 
balance sheet and income statement ito an understanding of the various in- 
terpretations of financial data typically appearing in corporate reports. The 
accountant who has had the benefit of analytical training will find little new 
in this section, but for one who aims at financial analysis without such training 
it provides an excellent “tutor.” 

In Part II, Dr. Guthmann goes down the line industry by industry and 
discusses the peculiarities of railroad, utility, manufacturing, mercantile, and 
mining company statements. Also banks, insurance companies, and holding 
companies are treated in the light of their peculiarities. The author’s back- 
ground and experience are put to good use in presenting the problems peculiar 
to each group. The reader learns something about the industry characteristics 
at the same time he is introduced to methods of analysis which point up the 
qualitative considerations that are essential to sound financial analysis. 

More than incidentally, the accountant responsible for the form and content 
of financial statements will find in Dr. Guthmann’s approach the reasons why 
the analyst is frustrated by inadequate reports and pleased with those that 
really present the pertinent facts regarding a company. Under conditions of 
competition the company whose statements are well and soundly drawn may 
well have the edge on others in the race for new capital or investor favor. 


M. H. WATERMAN 
University of Michigan 


Consumer Finance 


Regulation W: Experiment in Credit Control. By Ropert P. SHay. (“Univer- 
sity of Maine Studies,” Vol. LV, No. 11, Second Series, No. 67.) Orono, 
Maine, 1953. Pp ix-+-180. $1.50 (paper). 


This monograph, based on an unpublished Doctor’s thesis presented at the 
University of Virginia, undertakes to evaluate the regulation of consumer credit 
for anti-inflationary purposes during World War II and the postwar period. 
The study is concerned primarily with the economic effectiveness of consumer 
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credit regulation, but it does not neglect problems of administrative feasibility 
nor those growing out of political conflicts of interest. 

The author reaches the conclusion that Regulation W was reasonably success- 
ful in its early days; it checked and reversed the rapid advance in consumer 
borrowing which preceded September 1, 1941, when the regulation first became 
effective. As the war advanced the effectiveness of the regulation “wore off”: 
consumers acquired such large holdings of liquid assets that they could easily 
meet the stiffer credit terms. The author feels that Federal Reserve administra- 
tion of the regulation was both fair and skilful, but that the System was unduly 
timid. The Federal Reserve prescribed relatively mild credit terms and it was 
reluctant to undertake the regulation of real estate credit during the war 
period. These criticisms are valid though on the last point there was more to 
the story than could be brought into this study. 

The author’s most vigorous criticism of Federal Reserve policy was of its 
softening of credit terms in the postwar period in an effort to make the 
regulation politically palatable. He argues that when postwar inflationary 
pressures became evident, the regulatory terms should have been made stiffer 
rather than relaxed. But he recognizes the political atmosphere of that period, 
and the fact that price controls and rationing were being rapidly abandoned. 
The period was one in which harsher credit regulation probably would not have 
been tolerated. 

This monograph achieves a well-balanced evaluation. It is faithful to the 
facts, judicious and equitable toward all interests, and discerning in its critical 
judgments. Moreover, it has the none-too-common virtue of being lucidly 
written. The statistical exhibits have been carefully selected and well edited. 
The documentation is sensible and relevant. 

The author was also unusually successful in evaluating personal contributions 
to the formation of Regulation W. He gives a clear picture of the role Rolf 
Nugent and Ronald Ransom played in shaping the regulation. He failed, perhaps, 
to recognize sufficiently the differences of opinion that prevailed within the 
stafis of the Federal Reserve and within the Office of Price Administration, 
but his appraisal of the positions of these agencies as a whole is reasonably 
accurate. 

Most of all, this monograph demonstrates the possibility that a Doctor’s 
thesis can be more than a hurdle faced by those who aspire to be admitted 
to the union of collegiate teachers; it can be a contribution to knowledge. 


I. Rosinson 
Northwestern University 


Insurance 


Fundamentals of Life Insurance. By Henry T. Owen. New York: Prentice- 
Hall, 1951. Pp. viii+424. $4.75. 


In the Preface, Dr. Owen remarks: “The organization of material and the 
selection of topics in this book have been determined by the following objec- 
tives: (1) To present fact and theory most essential to an understanding of the 
structure, functions, and administrative problems of the business; (2) to give 
an insight that will be valuable to the student who does not intend to specialize 
as well as to give a sound foundation for understanding to those who hope 
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to carve a career in life insurance; and (3) to arrange the material in a manner 
adapted to the needs of the beginner.” An examination of this work reveals the 
reaching in general of these objectives. 

This book contains twenty-two chapters grouped into four parts: Part I, “The 
Basic Structure of Life Insurance’; Part II, “The Life Insurance Contract’’; 
Part III, “The Functions of Life Insurance”; and Part IV, “Administration.” At 
the end of the book there is a rather complete glossary of items and terms used 
in life insurance. In addition there are seventeen appendixes consisting of such 
subjects as the Commissioners 1941 Standard Ordinary Table of Mortality, the 
1937 Standard Annuity Mortality Table, Illustrative Gross Premiums for 
$1,000 of Insurance, a Specimen Form of Unfunded Life Insurance Trust Agree- 
ment, and a Specimen Life Insurance Contract. 

The material in Dr. Owen’s book definitely is designed for the beginner in 
the field of life insurance. It is very readable, understandable, and well organized. 
There are no highly complicated tables, designs, and calculations. Taken by and 
large, the examples and illustrations presented in the book can usually be 
easily and quickly comprehended. Many explanations are somewhat brief, but 
to the point. Some readers might consider the subject matter to be over- 
simplified. Simplicity, however, usually has its virtues. 

Not all phases of life insurance are developed in this book. For example, 
Dr. Owen made no attempt to provide thorough treatments of such topics 
as company organization and management, or distribution of service. To a 
purchaser of life insurance, these omissions could be of small consequence; to 
a prospective salesmen or agent, however, they could be of considerable 
importance. It appears that the matetial has chiefly been selected for the users 
of life insurance and the general public. The usefulness of the book as a 
basic text might be somewhat limited in the training programs of life insurance 
carriers. This trait, however, should not detract from the significance of the 
book. 

The author should be commended on the logical order of topics employed 
in developing his work. In it, first things, such as mortality, premium rates, 
reserves, and types of companies and policies appear at the beginning. Next, 
after these explanations of background material and fundamental principles of 
life insurance, there are logically and correctly found discussions of such phases 
of life insurance as policy provisions, life insurance programing, taxation and 
insurance, personal and business uses of life insurance, selection of risks, 
company investments, the annual statement, and regulation. According to this 
reviewer’s opinion, the material in Dr. Owen’s text is clearly presented and 
well organized. 

For a typical one-quarter college or university course in life insurance for 
beginners, this book could be used alone as a basic text. For a semester course, 
however, supplementary readings probably should be utilized in conjunction with 
it. Teachers of home economics, personal finance, and insurance should find 
this book valuable in their work. 

No doubt much time, energy, and research have gone into the preparation of 
this book. Because it makes a valuable contribution to the current literature 
in the all important field of life insurance, its author should not feel that his 
efforts have been spent in vain. It should have a strong appeal to the general 
reader and to all persons interested in the fundamentals and nature of life in- 
surance. Because of the tremendous popularity of this type of insurance in the 
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United States today, and the outstanding importance of having it thoroughly 
understood by the populace of this country, let us hope that Dr. Owen’s book 
is widely read. 


Frep R. 
University of Colorado 


International Finance 


Europe—The Way Ahead (Fourth Annual Report of the OEEC.) Paris: Or- 
ganization for European Economic Co-operation; New York: Columbia 
University Press, 1952. Pp. 358. $3.50. 


This, the fourth of the annual reports of the Organization for European 
Economic Co-operation, reviews the European recovery problem at the end of 
the Marshall Plan. It differs from preceding reports in that the United States 
and Canada participated in the drafting of the report and its recommendations 
apply to them as well as to the OEEC countries. 

The report is a blend of optimism concerning past accomplishments and near- 
pessimism concerning remaining difficulties as of the end of 1952. Although 
Western Europe “has made substantial economic progress since the immediate 
post-war years,” the report lists five remaining difficulties: production is either 
not rising or rising slowly; development is hampered by inflation in some coun- 
tries and deflation in others; several member countries still have balance of 
payments disequilibria; nearly all still have the problem of the dollar gap; 
liberalization of intra-European trade has receded. 

The report is in three parts. The first is a recommended program aimed toward 
a stronger and more solvent Western Europe. This part tends to appear some- 
what in the category of glittering generalities but this impression is corrected 
by the wealth of detail presented later, and upon which Part I is based. The 
recommendations may best be summarized in the words of the report: 

“Europe’s over-riding responsibility must be the determination to live within 
its means and still secure other basic objectives. It must take the most realistic 
view possible of requirements from the outside world, and secure adjustments 
in it economy which will enable those requirements to be paid for out of 
current earnings. As the inability to do this at the present time partly reflects 
both financial and structural maladjustments as well as a shortage of resources, 
Europe’s actions in the co-operative effort to achieve solvency and economic 
strength must have three aims: (i) to maintain internal financial stability with 
a structure of prices and costs that is compatible with world market conditions; 
(ii) to secure an expansion of production, concentrated on the types of output 
that have a high priority in domestic needs and export potentials; and (iii) to 
assure continued expansion of the volume of exports through the proper 
combination of the above policies” (p. 19). 

Part II analyzes the current situation, especially with respect to developments, 
such as shifts in the terms of trade, since the outbreak of the Korean War. It 
analyzes the current balance of Western Europe as an area as well as country 
by country and does the same for the balance of payments with the dollar 
area. There is a good discussion of the dollar problem (pp. 56-68). There 
are also surveys of prices and wages, and financial, manpower, and production 
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policies. Perhaps the weakest section of Part II (as is recognized in the 
report) is that containing each country’s forecasts through the near future. 
This is followed by a section of suggested policies for trade and payments, under- 
developed areas, financial stability, and productivity. These suggestions tie in 
consistently with the program outlined earlier. 

Part III is composed of chapters dealing with individual countries, including 
the United States and Canada. These are good brief “case studies” of the internal 
and external economic problems of the member countries. 

This volume should be valuable as a survey of the problems involved in post- 
war economic relationships and as brief descriptions of individual national 
economies. The organization and style of the book merit favorable mention. 


WELDON WELFLING 
Simmons College 


International Economics. By CHARLES P. KINDLEBERGER. Homewood, IIL: 
Richard D. Irwin, 1953. Pp. xx-+-543. $6.00. 


For those who prefer the theoretical approach in international economics, but 
who have found Marsh’s World Trade and Investment too difficult and complex, 
Professor Kindleberger has provided an excellently organized and very readable 
alternative. Those who enjoyed Ellsworth’s (The International Economy) his- 
torical approach, or the institutional presentation of Young (The International 
Economy), or of Enke and Salera (International Economics), are likely to find 
Dr. Kindleberger too relentlessly theoretical. The specialized contribution of 
economics, he feels, is an engine of analysis. 

How self-conscious and awkward, or perhaps how much at home, the Kindle- 
berger student product will feel when he stumbles or steps boldly into the real 
world loaded dowa, or reinforced, as you will, by his bright new shiny kit of 
theoretical tools, including matrix analysis, the Marshall-Lerner condition, 
Hume’s law, four varieties of multipliers, discriminating monopsony, the deriva- 
tion of the foreign repercussion formula, and “incomplete transfer with positive 
MPS,” remains to be seen. 

The book consists of twenty-seven chapters divided into four parts based on a 
design given by the balance of payments. Part I discusses the total balance of 
payments, the means of making payments, and, in elementary fashion, the proc- 
esses of adjustment. Part II deals with the theory of international trade and 
commercial policy and is keyed into the current account of the balance of pay- 
ments. Commercial policy is treated along with the theory of trade and not just 
appended. Part III, devoted to the capital account, treats of the transfer proc- 
ess, international investment, and economic development. Part IV concludes with 
a discussion of the equilibrium of the balance of payments as a whole, including 
capital and current account. A feature of this section, and indeed of the book 
itself, is the systematic analysis of disequilibrium conditions, causes and cures. 
In fact Dr. Kindleberger’s sections on foreign investment, economic development, 
and various types of disequilibrium are more expanded, more closely reasoned, 
and generally superior to others in the field. 

In discussing the means to equilibrium, the author points out that there is no 
single prescription, and concludes that “the world should try to work toward 
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the classic assumptions, i.e., toward more mobility and more competition, to 
revive long-term lending, maintain fairly stable exchange rates, and revive short- 
term lending.” He admits that “cases will still occur in which trade controls are 
unavoidable,” but “it must be insisted that they be temporary.” 


Jerome B. CoHEN 
College of The City of New York 


Investments 


Investments. By JuLtus Gropinsky. New York: The Ronald Press Company, 
1953. Pp. xii-+-567. $6.00. 


In 1939 Professors Mead and Grodinsky established something of a landmark 
in investment literature with their book, Ebb and Flow of Investment Values. 
The present volume is a development and refinement of the investment philosophy 
expressed in ihat publication. It is, of course, an entirely new book, differing 
substantially in scope and emphasis. Among other things, it is much better 
adapted for use as a textbook. 

Although titled very generally, Professor Grodinsky’s book is devoted for the 
most part to the specific problem of security analysis. He states clearly that his 
objective is to “give an understanding of sound criteria for the appraisal of 
investment values.” Description of the legal characteristics of corporate securi- 
ties, of the security markets, and of federal legislation for the protection 
of investors is not included. There is some consideration of investment poli- 
cy in a chapter on portfolio management and in two chapters on institutional 
investments. 

Professor Grodinsky’s general thesis is that “the dynamic and expansive 
growth of the national economy is the primary source of investment value.” He 
begins, therefore, with a consideration of secular and cyclical movements in the 
national economy, showing the use of national income figures and other statistical 
data to observe developments in the economy. The general idea is that invest- 
ment values are affected by the strength of the economy and that a prerequisite 
to investment decisions is an estimate or forecast of the further development 
of the economy. 

Part II consists of three chapters on industry analysis in which the industry 
life cycle concept is presented. Every industry, Grodinsky contends, has a life 
cycle in which it moves from the pioneering state to one of expansion, to maturi- 
ty, and then to decline. Investment experience is more likely to be favorable 
in expanding industries than in mature or declining industries. Thus, a second 
requirement for success in selecting securities is an estimate of the future de- 
velopment of industries. 

The largest section of the book, Part III, deals with company analysis. A 
number of analytical approaches are described under such headings as “(Com- 
petitive Position of the Company,” “Financial Structure,” “Financial Ratios,” 
“Plant and Operating Ratios,” “Profit Margins,” “Break-Even Points,” and 
“Management.” Several of these chapters are a very welcome departure from 
the narrow financial ratio type of analysis found in many investments texts, 
particularly the discussion of operating data, break-even points, and the problem 
of evaluating the quality of management. 
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Government and municipal securities are described in Part IV, with a full 
-hapter on revenue bonds. 

Under the heading “Money and Markets” is a somewhat heterogeneous group 
of chapters on such topics as the structure of security yields, the valuation of 
common stocks, investment services, and taxation of investments. 

Many of Grodinsky’s concepts are debatable. The underlying idea that valua- 
tion of securities requires an estimate of future developments in the economy, 
in an industry, and a company is opposed to the idea that the past record of a 
company and its securities is the better basis for evaluation. The industry life- 
cycle idea is sometimes held to be exaggerated, particularly with application to 
basic industries, and the problem of estimating the phase of the cycle that will 
prevail over a future period of time for a particular industry is certainly a for- 
midable one. Is there sufficient relationship between the trend of an industry and 
the financial experience of individual companies within the industry for worth- 
while conclusions to be drawn from industry analysis? The problem of valuation 
of securities seems to be rather narrowly conceived and there are some who will 
question Grodinsky’s idea that the principal basis for valuation of common 
stocks is earnings per share. 

This book is well written and readable. Some people will like the abundant 
references to experiences of companies and industries; others may find that these 
examples tend to obscure the development of main lines of thought. Questions 
at the end of each chapter should be helpful for classroom use. 


Book Reviews 


H. C. SAvvAIN 
Indiana University 


Savings in the Modern Economy: A Symposium. By WALTER W. HELLER, FRAN- 
cis M. Boppy, and Cart L. Netson. Minneapolis, Minn.: University of 
Minnesota Press, 1953. Pp. xix-+-370. $5.00. 


The scope of this symposium is perhaps best indicated by a series of questions 
posed in the Foreword on the Conference (p. vii) which the speakers were to 
attempt to answer: “What do we in fact know about the size and composition 
of savings, and what are the gaps in our knowledge? What determines the savings 
behavior of individuals and of business units? What is the influence of various 
savings institutions on savings habits and patterns? Precisely what role do sav- 
ings play in inflation and capital formation? In what way can public and private 
policy influence saving and the use of savings to the end of economic stability 
and balanced economic growth?” 

In spite of a distinguished panel of contributors, the success of the conference 
in answering the foregoing questions was limited. The over-all impression gained 
by the reader is that there is a rather wide diversity of opinion and definition 
with regard to savings and an equally wide diversity in the simplicity of the 
papers presented. In the latter connection, for example, Mr. Goldenweiser’s 
paper, “Doctrines and Policies” (pp. 57-62), is a model of cogency and clarity 
which can be readily understood by any layman, while the scholarly presentation 
of Mr. Lintner, “The Determinants of Corporate Savings” (chap. 14), requires 
the professional training of an econometrician for ready comprehension. 

Among the few points of substantial agreement is the long-run stability in the 
relationship between income and savings. Yet even here, as Mr. Woodward 
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pointed out (pp. 152-53), “the constancies of the savings ratio seem to depend 
on four very great changes that had occurred within the time period being 
studied. One was the rise in the proportion and amount of savings taken and 
administered by the government. Another was the rise of savings in the form 
of consumers’ durables. Another was the rise of the proportion of savings in 
contractual form. And still another was a considerable decline in the share of 
savings of the higher income groups.” Under these circumstances, the validity of 
the ratio as a basis for forecasting future savings is perhaps questionable. 

In general, the contributors were optimistic with regard to the adequacy of 
future savings. This optimism was not shared, however, by Mr. David McCord 
Wright in his paper on “The Need for Increased Saving” (pp. 223-26). As an 
antidote to Mr. Wright’s pessimism one may be cheered by the comment of 
Mr. DuBrul in another connection (p. 168): “Much of our economic advance 
has come not from the savings themselves but from the fact that technology is 
multiplying the power of savings. A dollar put to work today in capital goods, 
even equated for change in purchasing power, is much more potent in productivi- 
ty than a dollar of fifty years ago. . . . Further gains in productivity will come 
not so much as a result of increasing our savings per se as by increasing the 
effectiveness of those savings through more and better technology.” 

One disturbing feature of some of the papers is the desire for more inter- 
ference with the free economic system while still paying lip service to it. For 
example, Mr. Garvy cites the challenge to public policy as “What measures can 
be taken by a free, democratic society to use savings as a tool in combating 
inflation?” (p. 329). Later he states: “Reducing the aggregate demand for funds 
involves problems of priorities and the use of a wide range of monetary, fiscal 
and direct controls” (p. 362). 

For the professional economist and business cycle theorist, a careful persual 
of this volume may be worth the effort. It can scarcely be recommended, except 
for a few chapters, for the ordinary man of business. 


FREDERICK A. BRADFORD 
Lehigh University 


U.S. Government Bond Market Analysis. By Leroy M. Piser. (Transcripts of 
Lectures Given at the New York Institute of Finance, November, 1951— 
January, 1952.) New York: New York Institute of Finance, 1952. Pp. i+ 
61. $3.00 (paper). 

The purpose of the author in preparing this series of lectures was apparently 
to acquaint the student with all relevant aspects of the United States government 
security market from the point of view of the investor. If so, he accomplished 
his task in admirable fashion. 

Disregarding the introduction and conclusion, the work is divided into ten 
short chapters covering the following topics: government debt structure; Treas- 
ury operations; investors in governments; Federal Reserve policy; organization 
of the market; bond yield curves; bond yield spreads; flow of investment funds; 
and the bond yield outlook. 

The material is well organized and carefully integrated so that needless repeti- 
tion is avoided even though the same topic, e.g., Federal Reserve policy, neces- 
sarily comes up at various points. The style is simple and effective, although it 
is repetitive in spots, owing probably to faulty editing of the spoken word. 
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An outstanding feature is the breadth of the analytical approach with the re- 
sult that the chapters go far beyond the government bond market in any narrow 
sense of the term. For example, there are excellent summaries of Treasury debt 
management principles and operations, of commercial bank liquidity problems, 
and of recent Federal Reserve policies. A second feature is the original and 
illuminating analysis of bond yield curves and spreads. The practical uses of 
these devices as well as the pitfalls that face the analyst are effectively illustrated. 
One is also impressed with the emphasis on basic methods and techniques of 
bond market analysis. This emphasis creates several useful illustrations out of 
what would otherwise be out-of-date forecasts. 

All who are interested in the bond market—whether students, teachers, or 
professional investors—will find Mr. Piser’s authoritative lectures stimulating 
and valuable. 

G. WALTER WoopworTH 
University of Michigan 


Investment Management. By Harry C. Sauvatn. New York: Prentice-Hall, 
1953. Pp. xiii+488. $5.75. 


The Preface to this short and elementary-level textbook announces that its 
primary object is “to provide a more complete and better integrated system of 
thought about the problem of investment policy.” The author evidently means 
the problem of investment in securities, for he devotes practically no space to 
such investment outlets as life insurance, real estate, or other non-security al- 
ternatives. The book is fundamentally an analysis of the major types of invest- 
ment risks as they, influence the management of a securities portfolio. It does 
not seriously undertake to teach security analysis, appraisals, market behavior, 
or industry characteristics. 

This reviewer sees the book as a three-section treatment, though there is no 
grouping of chapters shown in the table of contents. After an introductory first 
chapter, the author uses eighty pages for a groundwork section describing cor- 
porate securities, governmental securities, and the securities markets, and he 
later adds chapter 9 (30 pp.) on security analysis and valuation. The important 
central section of the book (228 pp.) deals with investment risks and problems 
incident thereto. The final section (114 pp.) deals with the investment policies 
of certain institutions. 

The first section does not equal the quality standard established later in the 
book. While the chapters are readable descriptions of securities and markets, the 
presentation is elementary and not too well “slanted” to an investor’s viewpoint; 
for example, descriptions of the process of underwriting and marketing a new 
issue, of price-limit and market orders, and of short selling make little effort to 
point out the uses and implications of these devices. Again, the section contains 
several misleading statements, for example: (1) the statement on page 20 that 
available for the investor in stocks there are 1,500 issues on the NYSE and 
“probably that many more” in other listed and dealers’ markets; (2) the state- 
ment on page 33 that coupon bonds are “transferred by endorsement”; (3) the 
statement on page 69 that “usually the period of active’ selling for a new issue 
(stocks or bonds) is several weeks, but it may take several months”; and (4) 
the seeming misstatement of the short sale rule on page 89. A disconcerting habit 
of stating general tendencies as absolutes also appears rather frequently in this 
section. 
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The risk analysis of the central section is built around the familiar classifica- 
tion of financial (or credit) risk, interest-rate risk, purchasing-power risk, and 
certain other problems such as marketability. This part of the book, which in- 
cludes four chapters explaining the risks in terms of both principal and income, 
two chapters outlining the performance required of a personal investment port- 
folio, and four discussing the construction and management of a portfolio, pre- 
sents the book’s real message and occupies about half of its pages. Readers of 
this section will find a gratifying, if elementary, synthesis of well-known ideas 
from many sources and the author’s own contributions. The section is well 
thought out and cogently presented. 

The final section of four chapters analyzes the investment needs of banks, 
insurance companies, investment companies, and trustees, considering the eco- 
nomic and legal positions of each. Banks and insurance companies are treated 
only as investors, but investment companies and trusts are weighed both as in- 
vesting entities and as investments for others. These chapters discharge their 
function very satisfactorily, though a quibbling reviewer might hesitate over a 
conclusion that the 1938 maturity schedule of life insurance companies’ holdings 
of business securities is currently valid (p. 401), and feel that an explanation of 
the growth of mutual funds which does not mention the sales-loading incentive 
to the trade (p. 422) leaves something unsaid. 

This is a readable book which will serve well as a text in an undergraduate 
course or part of a course in which the emphasis is to be placed on risk analysis 
and planning. The material of the book is effectively illustrated by sixteen tables 
and nineteen charts, and each chapter is followed by a well-designed group of 
problem-questions. On the whole, the text material tends to review principles 
and to eschew examples; actual securities and their prices and yields are not 
mentioned as frequently as in the usual investments text. 

Although this reviewer has found things to complain about, a summary judg- 
ment must conclude that the book is a worthy and unique contribution to our 
literature in this field. Teachers will find here many ideas and viewpoints which 
they can use; students will be able to read and learn. 


Joun C. CLENDENIN 
University of California at Los Angeles 


Practical Formulas for Successful Investing. By Luctte Tomutnson. New York: 
Wilfred Funk, 1953. Pp. xxi+-296. $4.50. 


This volume represents a substantial rewriting and expansion of the author’s 
Successful Investing Formulas, published in 1947. The book is divided into three 
parts which treat: the what and why of formula investing; formulas for building 
capital; and formulas for established accounts. Miss Tomlinson writes clearly 
and the organization of the material will facilitate the use of the book as a text 
or for reference purposes. 

As Benjamin Graham states in his brief Foreword, the formula investing idea 
is more important than any one formula. This, the disciples of particular formu- 
las would very likely deny, but after examining the most important plans, the 
author refuses to stamp any as the best for all objectives. 

Since an exposition of the basic theory of formula investing and an examina- 
tion of various concepts constitute the essentials of the book, one probably 
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should not expect too comprehensive or discerning a discussion of the analysis 
of individual securities. In part, the need is avoided by suggesting the use of 
investment company shares in carrying out plans. The chapter on the selection 
of securities seems to the reviewer the weakest part of the book. 

It is suggested, too, that some of the illustrations seem to lack realism and 
their value is not fully established merely by describing them as hypothetical 
examples. The investor who is shown what might have been accomplished through 
additions of $1,000 quarterly following the Dow-Jones industrial average will be 
puzzled as to the precise means of investing this sum in thirty stocks. If he 
probes further, he will find that the results during the period covered would be 
very different if he had acquired the common stock of American Telephone and 
Telegraph Company or F. W. Woolworth instead of Standard Oil of New Jersey 
or International Paper. 

Miss Tomlinson points out that the payment of capital gains taxes would alter 
the results shown where stock holdings are sold as prices advance, and dismisses 
the matter with the observation that the formula investor is not unique in being 
subject to such taxes. This misses the point. The case for formula plans is made 
stronger by reason of the reluctance of individual investors to take profits and 
pay the tax except as part of a program. In discussing defensive securities and 
shifts from common stock, no notice is taken of recent experience. In the summer 
of 1953, funds pulled out of common stocks in the two preceding years and in- 
vested in high grade long term bonds and preferred stocks often showed a greater 
shrinkage in price than would have been sustained by retaining the common 
stocks, not to mention a substantial loss of income. 

The different types of plans, including dollar averaging, constant ratios, con- 
stant dollar funds, and the more intricate variable ratio formula plans are set 
forth with skill and understanding, and sufficient recognition is accorded the dif- 
ference between the requirements of individuals and financial institutions. The 
underlying philosophy is the value of formula investing as a means of overcoming 
emotional handicaps and the premise that forecasting methods developed to date 
are worth little if anything. Nevertheless, proponents of formula plans seem to 
fall back on judgment when they make various adjustments in the averages used 
and in the creation of “sound” or “central” values. The author is on sound 
ground in questioning especially the validity of cost-of-living adjustments, which 
undoubtedly owe their popularity in recent years to the stubborn refusal of 
stock prices to “adjust” for the rise in living costs. 

Miss Tomlinson has written a workmanlike book, useful in a subject in which 
there is likely to be a growing interest. In all probability new plans will be de- 
vised and old plans will be modified and refined to obtain the best hypothetical 
results from the last market cycle, only to give way as changes are made to 
capture the lessons taught by the course of the next cycle. 

R. L. WEISSMAN 
Franklin Cole and Company 
New York 


The Investment Company and the Investor. By RupotpH L. WetssmAn. New 
York: Harper’s, 1951. Pp. xxi-+-217. $3.50. 


This book is designed for the general public and is specifically not in competi- 
tion with available manuals and reference books. The objective is evidently to 
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increase the public’s understanding of investment companies rather than to show 
how to choose a particular company. 

The first section is historical—the origins of the investment company, the evils 
that led to the Investment Company Act, and a discussion of the act itself. A 
short survey of investment companies is followed by brief case studies of four 
such firms. The author then attempts to show why an individual should invest 
in an investment company, what he can and should not expect. The following 
two chapters contain a description of the principal characteristics of closed-end 
and open-end companies. In his concluding discussion of the role of investment 
companies in capital markets, Weissman points out that the venture capital prob- 
lem, if there is one, is not likely to be met by this institution. 

The major thesis of this study is that the investor, particularly the small in- 
vestor, in common stocks will typically do better by committing his funds to 
investment companies than by buying common stocks directly. Therefore, it is 
held that the performance of an investment company should be compared, not 
to the market averages, but to the record the investor would have made if left 
to his own devices. Furthermore, an investor should make a long-term commit- 
ment and not be disturbed by intermediate fluctuations in the prices of his shares. 

Diversification is claimed to be the first advantage offered by investment com- 
panies and supervision the second. Supervision is largely in selecting securities 
rather than in timing purchases and sales, since managements of investment com- 
panies have shown no great talent for the latter facet of supervision. However, 
one is left with a certain amount of skepticism as to the value of the high costs 
of selection when Weissman also admits that “. . . with notable exceptions, it is 
true that investment companies ... tend to follow the course of the broad 
stock averages” (p. 97). The question not clearly answered is whether the record 
of the investment company is superior to that of the individual investor more 
because of diversification than because of supervision. Certainly when one evalu- 
ates the fees paid management, it would seem proper to compare the results of 
that management to those which could have been achieved by chance selection. 

It should not be inferred that Weissman is shielding the managements of in- 
vestment companies, though in some instances he does picture them as being 
captives of the unreasonable expectations of the stockholders. Officers of invest- 
ment companies should read this book, for they will find several constructive 
criticisms of their sales activities and portfolio policies. In fact they may gain 
more from it than some of the general public who might find some of the 
terminology and references difficult to follow. 

The chief disappointment this reader found was in the discussion of the open- 
or closed-end debate. While Weissman does not feel it “proper” for discounts 
on closed-end stocks to exist, he can only suggest to the investor that “As long 
as this condition exists it injects into acquiring the stock of a closed-end com- 
pany an element that is difficult to evaluate” (p. xvi). He attributes the discount 
primarily to the fact that the closed-end shares are not redeemable at the holder’s 
option. This has never seemed to be a convincing reason. The academic reader 
may also be bothered by occasional unevenness in organization and a lack of 
footnotes to some quotations and tables. Nonetheless, the book can be viewed 
as a significant contribution to a broader understanding by the general public of 
the increasingly important role of investment companies. 


Rosert W. JoHNSON 


University of Buffalo 
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Money and Banking 


Business Cycles and Forecasting. By ELMER CLARK Bratt. Fourth ed.; Home- 
wood, Ill.: Richard D. Irwin, 1953. Pp. xix+616. $6.00. 


Over the years the literature on business cycles has multiplied and the 
emphasis has shifted. The Great Depression, with the accompanying efforts at 
explanation and at framing recovery policies, left its indelible mark on the field. 
World War II and the postwar era have continued the challenge. The present 
volume represents a complete reworking of the third edition, instead of merely 
bringing facts and discussion up to date. It comes as no surprise that the author, 
in his Preface, tells us that the revision “is so complete that question arose 
as to whether it might not be better to call it a new book.” 

The work remains among the most comprehensive and useful of the current 
texts. It treats, in order, types of fluctuations and their statistical measurement 
(95 pages); a running descriptive analysis of the forces at work and how 
they interact (62 pages); theories of business cycles (104 pages); business 
cycle history (91 pages); business indices and forecasting (152 pages); and 
stabilization (100 pages). The work, however, does not contain any specific 
treatment of the international repercussions of cycles. Its inclusive character 
leads the author to suggest possible omissions in courses where the principal 
interest lies in cycles, national income, or forecasting. 

The present treatment is more highly systematized than was its predecessor. 
In the over-all assignment of space, business cycle history has been compressed, 
while theory and forecasting have been expanded. National income analysis 
plays a large role in the present treatment, both in connection with measure- 
ment and theoretical analysis. 

Most significant of the changes is probably the manner in which the dis- 
cussion of business cycle theory has been recast and improved. In the words 
of the author’s Preface, there is “highlighting of newer theoretical concepts 
in the development of the business cycle theory.” The concepts made familiar 
by Keynes (the author, incidentally, prefers propensity to “spend,” rather than 
to “consume”’) provide the introduction to the theoretical section. The theories 
of the cycles themselves have been reclassified, internal-force being distinguished 
from outside-force theories, and in the former group much attention is given 
to investment-saving theories. The discussion of each type of theory is followed 
by a criticism or evaluation, and at the close there are some eclectic conclusions 
regarding the major points of controversy. The treatment of the econometric 
approach, with its model building, has been expanded into a separate chapter. 
The result of the changes is a greatly improved theoretical discussion, although 
not as extensive as that contained in several works of a primarily theoretical 
cast. 

The stabilization discussion has also been reworked. The wealth of proposals 
in recent years has been reclassified, and the proposals have been assigned 
tentative ratings in terms of their effectiveness. There is a judicious balance 
between monetary and fiscal policies and other devices. 


W. H. STEINER 
Brooklyn College 
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The Economics of Money and Banking. By Lester V. CHANDLER. Revised 
edition; New York: Harper’s, 1953. Pp. xvii+-742. $6.00. 


This is a revised edition of a text which has already been in successful use 
for five years. Although the main outlines of the work are not changed, several 
improvements have been made in an attempt to escape from the conventional 
plan of banking texts, and to bring the subject into line with modern 
developments. 

The second chapter, for example, is devoted to the relations between money 
and the national income, spending and output levels, and price levels. This 
has the advantage of giving the student at the very beginning of the course some 
idea of the broader aspects of the subject and of the problems which will be 
considered later. 

Another one of the early chapters (the fourth) takes up the three agencies 
which determine the money supply—the Treasury, the Federal Reserve System, 
and the commercial banks. A combined statement is set up for the three, to 
show how they affect the total money supply, defined to include demand but 
not time deposits (thus following the usage of the Federal Reserve Bank of 
New York rather than that of the Board of Governors). It is an excellent 
idea to consider the interrelations of these three institutions, but the placing of 
this chapter so early in the book, before the student is familiar with bank loans 
or open-market operations, would seem to put a heavy burden of explanation 
upon the teacher of the course. This material might better follow the chapters 
on commercial banking and Federal Reserve mechanics, perhaps next to the 
discussion of the influence of the government in the money market presented in 
Chapter 21. 

The description of commercial banks and their operations, which would 
seem essential to an understanding of the money supply, is delayed until the 
ninth chapter, about one-fourth of the way through the book. Credit instruments 
are explained first, and then the principles of commercial banking. The liquidity 
of the individual bank is contrasted with that of the banking system, and the 
actual expansion of credit with that of the potential expansion under a frac- 
tional reserve system. It seems unfortunate in this connection to use the 
phrase “the money-creating and money-destroying functions” of the commercial 
banks. This implies a kind of wilfulness and irresponsibility on the part of the 
banks, when they permit loans to be repaid, and smacks of the Soddy-Gesell- 
Social Credit approach. It is the job of the commercial banker to evaluate 
applications for loans, not to stabilize the national income. 

The historical chapters are one of the strong features of the book; the treat- 
ment of such matters as the Biddle-Jackson controversy is admirable in spite 
of its necessary brevity. Both sides of the more recent controversy between 
the Treasury and the Federal Reserve are also presented in a nonpartisan 
account. The historical approach is not used in the five chapters devoted to 
monetary theory, but different phases in the development of the quantity theory 
are described, as well as the recent income and expenditure types of theory. 
The student who uses this text will be up to date in the best sense of the word. 

On the whole the author has succeeded in his aim of producing a clear, read- 
able, and modern text. The book is well supplied with tables and graphs, and 
the index is adequate. The list of selected readings at the end of each chapter 
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will lead the student into source materials and more specialized treatments 
of the subjects in which his interest has been aroused. 


MarcGARET G. Myers 
Vassar College 


Business Fluctuations. By Ropert A. Gorpon. New York: Harper’s, 1952. 
Pp. xvi-+624. $5.00. 


Though to some extent it is a matter of emphasis, there are at least three 
discernible types of textbooks on the subject of business conditions. One 
approach is the systematic exposition and evaluation of various business-cycle 
theories. Books dealing with the more practical problem of business forecasting 
are a second group; they are concerned with theory more largely to the extent 
that it can be put to use in the practical problem of taking the “external” 
business situation into account in budgeting and planning. The objective of 
a third group is the exposition of the theory of national income and employ- 
ment with which much theoretical work of the last fifteen years in economics 
has been concerned. 

Business Fluctuations by Gordon tends to belong in the third group, though 
in three important respects it ranges beyond the ambit of the more con- 
ventional treatment of national income and employment theory. 

First, chapters 13 and 14 provide an excellent summary of the history of 
American business conditions from 1919 through the recent postwar period. 
This is useful and important. Too often business-cycle theory is expounded 
without giving the student any sense of historical perspective about the ebb 


‘and flow of business conditions—and with no use of historical material to test 


or illustrate theory. The result is apt to be that theory is given a sense of 
unreality and irrelevance to the real world which it presumes to explain. This 
deficiency the author has avoided, in part by the carefully done section on 
history. 

Second, chapter 15 provides a short but nevertheless very lucid and useful 
treatment of business-forecasting methods. For those of us who suffer from 
an inferiority complex about our lack of sure-footedness with the econometric- 
model method of forecasting, the book provides a very understandable descrip- 
tion (in chap. 12). The various consumer and business surveys are mentioned 
as a source of forecasting information, though the method itself is not given 
a comprehensive treatment. 

Third, chapters 11 and 12 provide a brief but quite adequate résumé of 
various business-cycle theories—the kind of material to which earlier business- 
cycle texts and courses were primarily devoted. 

For some uses the book will be subject to limitations. Most of these simply 
reflect the inevitable fact that in such a fluid and amorphous subject, no one 
book can adequately cover everything. The section on forecasting for the 
industry and the firm is sketchy. This no doubt the author intended, since the 
book is primarily about fluctuations in general business conditions. The result 
is, however, an impression that forecasting demand and sales for the industry 
or firm can be reduced to a few very simple rules. Discovering some “systematic 
‘pattern of relationship’ between the industry’s sales . . . and one or more 
national (or regional) aggregates” (p. 477) may or may not be the “first step.” 
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Translating the industry’s sales forecast into that for a company may “most 
readily be done in terms of the ratio of the company’s sales to sales for the 
whole industry” (p. 481). It may not, however, be the best way. To the 
practitioner this may seem to be a substantial oversimplification of a very 
complex problem. 

The section on monetary and fiscal_policy, of particular interest to readers 
of this journal, is well done, and the presentation is balanced. Events in 
monetary policy have, of course, inevitably tended to overtake any discussion 
of this subject older than yesterday, but the general points made there are 
good ones and still stand, e.g., that monetary policy-may be more effective 
in pinching off the boom than in promoting an expansion; the complementarity 
of monetary and fiscal policy, and so on. 

For teaching purposes, the book’s most serious limitation is the abrupt jump 
into very heavy, theoretical material in chapters 4 and 5. This material, in 
many ways the heart of the analysis, is very heavy going for the students 
with no previous background in the subject. For pedagogical reasons, therefore, 
it might have been better to let the students wade around in the subject matter 
a bit before being forced into the deep water of heavy theory. 

The treatment of the “two sides” of the national income and product 
account might have been more straightforward if approached in terms of 
the consolidated income statement. The need for -avoiding such allusions to 
accounting may, of course, reflect the unfortunate lack of an elementary knowl- 
edge of accounting on the part of too many economics students. 

What these comments add up to is that Professor Gordon has produced a 
very good book. It is an unusually comprehensive text. And it should be 
a valuable reference for all students or practitioners in the field of business 
fluctuations and forecasting. 

Paut W. McCrackEN 
University of Michigan 


Money and Banking. By Cuartes L. PratuHer. Fifth ed.; Homewood, IIL: 
Richard D. Irwin, 1953. Pp. xvi+-579. $6.00. 


Most money and banking texts emphasize one of three general aspects of the 
subject: institutional functions, history, and theory. Professor Prather’s new 
revision puts the emphasis on the institutional functions, but devotes more 
attention to history and theory than did the earlier editions so that the former 
weaknesses in these departments have been taken care of. 

The author starts with the assumption that the student must know first 
what various types of money are, what a bank is and how it operates, what 
the Federal Reserve System is and how it operates, and what numerous other 
private, semiprivate, and governmental financial institutions are. This soundest 
of foundations for the students is one which is all too often overlooked in the 
instructor’s haste to get on to what may be to him the most interesting part of 
money and banking, the theory. 

Of the thirty-one chapters, the first nine deal largely with money, the next 
seven with banks, three with international finance, six with the Federal Reserve 
system and fiscal policy problems, five with other financial institutions like 
savings banks, trusts, agricultural banks, investment banks, etc., and there is 
a final chapter describing the banking systems of Canada, Britain, and France. 
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The strength of the text lies in its description of institutions and their 
operations. Outstanding in this regard are those on “deposit currency,” clearing 
operations, credit instruments, kinds of deposits, bank loans and investments, 
the International Monetary Fund, the Federal Reserve System, the capital 
markets, and consumer credit. The historical sections are good on both money 
and on commercial banking, but the history is brief or even lacking on other 
institutions, such as consumer credit, trusts, and investment banks. There are 
only four chapters dealing clearly with theory, namely, one on the quantity 
theory, cash balance theory, and income approach, one on the gold standard 
and other standards, one on international monetary principles, and one on 
credit policy and economic stabilization, the last covering interest rate theories 
and John M. Keynes’s contributions. 

Every text must have its faults; even one that sought to cover every topic 
adequately would have the fault of being so long and tedious as to be unusable. 
Exercising the choice of what to leave out means serious omissions in the 
opinion of some users and reviewers, including this one. Among the faults 
that the author might remedy in the next edition are a pair of dull opening 
chapters overloaded with definitions, a too short treatment of the gold standard 
(it does not include an explanation of “mint price” although there is a question 
on it), an unduly full account of clearing-house operations, all too little attention 
to open-end investment trusts or mutuals (the largest kind today), very brief 
treatment of the Securities and Exchange Commission, and masses of detail 
on the thirty-seven governmental financial institutions. 

Perhaps a few individual items deserve mention too, such as the statement 
that pecus means cattle in French. The outstanding feature of a bank in the 
opinion of this reviewer is credit creation, not acceptance of deposits (p. 14). 
The Pittman Act of 1918 was overlooked in the history of silver (p. 41). Federal 
Reserve Bank notes were called “National Currency” in their last appearance 
(p. 44). According to Neil Carothers, authority on fractional money, bimetallism 
actually worked from about 1834 to 1849 (p. 137). The accord was in 1951, 
not 1950 (p. 351), and repurchase agreements are not so “infrequent” (p. 370) 
but increasingly frequent. 

Despite a few omissions and faults this is a first-rate text and is a definite 
improvement over each earlier edition. It has now been in use for 16 years 
and has been carefully revised four times. This reviewer taught the third 
edition twice and thought it excellent at the time. 


Book Reviews 


Donatp L. KEMMERER 
University of Illinois 


Public Finance 


Financing Canadian Federation. By A. Mttton Moore and J. Harvey Perry. 
(“Canadian Tax Papers,” No. 6.) Toronto, Ontario: Canadian Tax Founda- 
tion, 1953. Pp. iii+-117. $1.00 (paper). 


In this brief study the authors summarize all the major proposals which 
have been made since the establishment of the Canadian government to develop 
a satisfactory financial relationship between the federal government and the 
provinces. In view of the acuteness of the corresponding problem in the United 
States, this story should be of interest to American readers. 
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From the beginning of Confederation in 1867 the Canadian government 
granted subsidies to the provinces but the payments were relatively small and 
the problem did not become acute until the 1930’s. Then the provinces began 
to duplicate federal taxes and the federal government had to make large 
relief grants to the provinces. Before a solution for the resulting chaos could 
be devised, World War II intervened and the federal government requested and 
obtained from the provinces a waiver on their use of individual and corporate 
income taxes in return for specific payments for the duration. After the war 
the federal government wished to continue the same general type of arrangement. 
The heart of this study is the explanation of the successively more liberal 
proposals made by the federal government in order to obtain the acceptance of 
the provinces. 

At the end of 1952 nine of the ten provinces—all except Quebec—had 
accepted an arrangement whereby they waive the right to levy most corpora- 
tion taxes, individual income taxes, and succession taxes in return for annual 
payments which amount to nearly $300 million. The major point of interest 
in this to the student of government finance is the long, complex, and tortuous 
series of negotiations and compromises by which it was brought about. The 
authors emphasize the pragmatic and even illogical nature of much of this 
process and consider it inevitable (p. 73). There is a lesson here for those 
who are tempted to consider fiscal policy as an exact and precise means for 
accomplishing specified ends. 

In their “Critical Examination” the authors are fairly broad and general in 
their remarks. They do not attempt to describe in detail how the arrangements 
have worked out but compare them with other possible arrangements. In general, 
they conclude that “they have worked in a reasonably satisfactory way” and 
do not offer any suggestions for change, since they are “sceptical of any magic 
formula for settling our problems in this area at a stroke” (p. 73). A long 
appendix of 31 tables gives a great many pertinent and useful statistics on 
provincial finances. 


B. U. RatcHForp 
Duke University 


Public Finance. By E. H. Pranx. Homewood, Ill.: Richard D. Irwin, 1953. 
Pp. xi++772. $6.00. 


The house of Public Finance which was once the servants’ quarters of a 
modest residence is now become the main dwelling of a master estate. For 
changes in this century have been swift and seldom more striking than those 
in the financial practices of governments. 

Professor Plank’s new textbook witnesses that in these circumstances the 
means of university learning must become more adequate to the educational 
task. His basic purpose is briefly stated: to “present an approach to . . . teach- 
ing . . .” (p. v) based on the trials and errors of experience. Few foundations 
are more widely respected. 

Coming quickly to the choice of plan and method, Dr. Plank clearly indicates 
that these are chiefly the traditional ones. For, like Caesar’s Gaul, public 
finance has usually been divided into three parts: expenditure, taxation, and 
public borrowing. In the same figure “financial administration” (as a fourth 
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area) appears in most texts as a kind of visited but unsubdued Britain. Thus, in 
structure the new work faithfully adheres to generally accepted main sub- 
divisions. 

As suitable special features for this opus the author underscores: (1) better 
explanations for the objectives of social policy, (2) emphasis on taxation, and 
(3) especially emphasis on the three principal tax forms: “income, sales, and 
property” (p. v). Tax events of 1953 amply support the latter judgment and 
recent fiscal trends make these designs appear to be wisely chosen. 

Throughout the chapters the urgent fiscal requirements of recurring wars are 
a common thread adding relevance. And to oppose the frequencies of inflation 
and deflation governments have often adopted stabilizing fiscal measures. Dr. 
Plank traces them out in each fiscal phase with special analysis of administration. 

Part of the treatment is necessarily statistical. Quantitative data should be 
not too meager nor yet excessive. It should be a tolerable stop somewhere be- 
tween famine and futility. In this text the tabular evidence is skilfully balanced 
and well presented. 

Shifting and incidence doctrines are restated and their uncertainties indicated. 
As to these the need for further investigation is acknowledged. 

Omission of a list of tables leaves a minor incompletion. And there are no 
pictorial or illustrative pages, although comparable publications increasingly 
recognize the learner’s need to visualize. Students are admirably served, however, 
by the addition of both a subject index and an index of names. 

Although some of the explanations would be still better without the statute- 
like length of single statements, the job of writing is on the whole both clear 
and effective. And in general this is a work of able authorship and competent 
scholarship which seems likely to take its place among the adoptions of first 
rank. 


: Homer H. HAMNER 
Baylor University 


Progressive Taxation. By F. SHEHAB. London: Oxford University Press, 1953. 
Pp. vi+299. 12s. 


Dr. Shehab has written a highly interesting historical essay in which he 
traces, from 1688 to 1920, the development of progressive features that have, 
for more than 40 years, been accepted as permanent characteristics of the 
British income tax. He deals with ideas and political and financial forces, 
rather than with legal details and administrative practices, through an extensive 
examination of contemporary literature, parliamentary debates, and evidence 
presented before committees of inquiry. 

The gradual incorporation into the income tax of exemptions and children’s 
allowances, progressive rate graduation, and differentiation in favor of “earned” 
incomes is seen as the outcome of a political and intellectual struggle in which, 
after more than 200 years, the forces of justice and equity finally emerge 
triumphant through the achievement of a highly progressive personal income tax. 

Pitt’s income tax of 1799 was, of course, a wartime expedient, repealed in 
1816 and lacking in refinement. The reintroduction of the tax in 1842 was a 
necessary corollary of Peel’s tariff reforms and was intended to last for only 
three to five years, at the end of which time economic expansion was expected 
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to render it financially unnecessary. Conservatives and Gladstonian Liberals 
alike refused to recognize the appropriateness of the income tax for anything 
but periods of emergency and until Gladstone’s retirement in 1894 demands 
for its reform were successfully parried on this basis. It had been maintained 
that progression and differentiation would be too costly in terms of administra- 
tive difficulties to warrant their introduction when the abandonment of the tax 
awaited only a favorable turn in the budgetary situation. 

By this time, however, a growing academic and journalistic literature but- 
tressed the rising strength in Parliament of those who favored a more equitable 
distribution of the tax burden, to be achieved through greater dependence upon 
a progressive income tax. The reform movement culminated in the findings of 
the Select Committee of 1906. Differentiation and a “supertax” on incomes in 
excess of £5,000 were accepted in the budgets of 1906 and 1909, respectively. 
Further developments, during World War I and since, have largely expanded 
upon and refined these earliest steps toward progression. 

From the point of view of either the economist or the student of finance 
there is not much in the way of critical analysis to be found in Dr. Shehab’s 
book. Moreover, the author makes little attempt to disguise his own predilection 
in favor of progression. Thus, while the views of antagonists are fully presented, 
they are rarely supported. On the other hand, perhaps too much faith is 
placed in the efforts of Edgeworth and others to “prove” the case for progression. 
The fact remains that, apart from its usefulness as a means of counteracting 
the regression ordinarily found in the remainder of the tax structure, proponents 
of a highly progressive income tax must base their plea largely upon com- 
passion and upon subjective judgments regarding income distribution resulting 
from the operation of a private or quasi-private capitalist economy. 


Harvey E. Brazer 
Wayne University 


Excess Profits Taxation. A symposium conducted by the Tax Institute. Princeton, 
N.J.: The Tax Institute, Inc., 1953. Pp. viii+-183. $5.00. 


The twenty participants in the symposium comprise many of the leading 
authorities in the field among tax attorneys, accountants, and economists. The 
consensus of the discussion is that the excess profits tax should be abandoned. 
Criticism is largely in terms of the difficulties of administration and the basic 
inequity of this form of taxation. Some of the comments are directed toward 
specific provisions of the law without evaluating possible alternatives, but 
there is general agreement that no base could be made sufficiently equitable to 
justify such a tax as a permanent and integral part of our tax system. 

Curiously little attention is given to the possible inflationary or deflationary 
effects of the tax, although those who discuss this important aspect of the 
problem tend to discount its inflationary possibilities. Some note the danger of 
its discouraging new enterprises. 

No sharp disagreements concerning excess profits taxation appear in these 
papers. There are important differences in the reasons given for opposing the 
tax, however, and the economists appear to be somewhat more tolerant than 
the other contributors. It is accepted that if the excess profits tax is abandoned 
equivalent revenues must be obtained from other corporation taxes. Most of 
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those discussing this aspect of the problem favor increases in the corporation 
income tax rates, although there is some support for differential tax rates for 
retained and distributed profits. 

Since the papers were prepared before the present law was enacted, the 
emphasis is on general principles rather than the specific provisions of a given 
law, although a few papers discuss the provisions of the bill then under con- 
sideration and later incorporated in the present law. This emphasis on principles 
gives the book value as long as the excess profits tax continues to be a potential 
or actual source of revenue. The volume concludes with an excellent and up-to- 
date bibliography. 

MABEL NEWCOMER 
Vassar College 


Real Estate Finance 


Mortgage Banking. Edited by Rospert H. Pease and Homer V. CHERRINGTON. 
New York: McGraw-Hill, 1953. Pp. xv-+-458. $7.50, 


The nineteen chapters of this volume contain articles by thirty-four authorities 
who discuss some of the techniques relating to the process of lending money 
with real property as security for the debt. 

The tremendous scope of the material covered necessarily limits the authors 
to a straightforward presentation of the techniques which they have found to 
be most successful. Regional differences, reasons underlying the use of a par- 
ticular technique, the good and bad points of the techniques which are recom- 
mended, are not included. Lenders who use the book will have to modify the 
suggestions made on techniques to suit their own needs as well as local laws 
and customs. 

The diversity of local laws and customs will also limit the usefulness of the 
sample lending forms which are included at the end of the book. The tables 
are the weakest part of the book since some, such as Table 1 on Regulation X, 
are of interest only as historical items. In fact, most of the information in the 
tables is more readily available, more current, and more complete in such 
periodicals as the Federal Reserve Bulletin and Housing Statistics. These de- 
ficiencies in the tables are offset to some degree by the charts and illustrations 
which accompany many of the chapters. 

The book will prove to be most useful to the neophyte in mortgage banking 
who wishes to orient himself to some phase of the mortgage banking business 
before he studies it more thoroughly; it will be an excellent reference for the 
experienced lender. In summary, Mortgage Banking rates well as an authoritative 
collection of articles on mortgage lending techniques because of the quality of 
the authors and the selection of topics by the editorial board. As a guide in the 
development of techniques, the book provides only general suggestions which 
might require some adapting in order to be useful in many localities throughout 
the United States. The book does accomplish its stated purpose of providing 
information on the “technique of financing real estate” which is based upon 
“the accumulated experience and judgment of men and institutions engaged in 
lending on real estate.” 

Frep E. Case 


University of California, Los Angeles 
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Corey, E. RaymMonp. Operating Results of Limited Price Variety Chains in 
1952. (“Bureau of Business Research Bulletin,” No. 140.) Boston: Harvard 
University Graduate School of Business Administration, 1953. Pp. vi-+-30. 
$2.00 (paper). 


The firms covered by this survey account for about 90 per cent of the total 
volume of business done by limited price variety chains. In spite of gains in 
dollar sales and gross margin, net gain before income taxes declined by almost 
6 per cent in 1952 from 1951 levels. A pronounced increase was experienced 
in payroll costs which constitute almost one-half of total operating expenses. 


FERBER, RoBert. A Study of Aggregate Consumption Functions. (“Technical 
Paper,” No. 8.) New York: National Bureau of Economic Research, 1953. 
Pp. 72. $1.50 (paper). 


Among other things, the author finds that “predictions of savings in the 
postwar years, 1947-50, obtained by inserting actual values of income, prices, 
etc. into seven different types of consumption functions derived from prewar 
data, are on the whole not very accurate.” 


Fortune, Editors of. Why Do People Buy? New York: McGraw-Hill, 1953. 
Pp. 270. $3.50. 


This volume represents an expansion and integration of a series of articles 
which appeared in Fortune. It approaches the selling process from a why rather 
than a how viewpoint, and is primarily concerned with the changing American 
salesman. 


Jamison, Cuartes L. Business Policy. New York: Prentice-Hall, 1953. Pp. 
viii+-580. $8.65. 


The thirty-two chapters of this new text cover briefly the variety of prob- 
lems which confront the management of a typical business firm. Case problems, 
as well as questions, are included at the end of each chapter. 


KILPATRICK, WYLIE. Revenue and Debt of Florida Municipalities and Overlying 
Governments. Gainesville, Fla.: University of Florida, 1953. Pp. xii+-197 
-+-76a. $1.50 (paper). 


This case study should be of interest to all those who are concerned with the 
problems relating to municipal and local government financing. A distinctive 
feature of the survey is its analysis of total local government finance in each 
county and its presentation of a composite picture of state and local revenue 
and debt in Florida for comparison with other states. 
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PATTERSON, GARDNER, and GuNN, JoHN M., Jr. Survey of United States Interna- 
tional Finance 1952. Princeton, N.J.: Princeton University Press, 1953. Pp. 
x-+-311. $2.75 (paper). 


This fourth volume in the valuable series of yearly surveys prepared by the 
International Finance Section at Princeton presents the record of the problems 
faced and policies pursued in 1952, which followed closely those of the previous 
year. The survey covers military assistance, technical assistance, grauts, loans 
and investments, international financial institutions, the reciprocal trade 
agreements program, strategic aspects of commercial policy, European economic 
integration, and the United States balance of international payments. 


SPENCER, WILLIAM H., and Gittam, Cornetius W. A Casebook of Law and 
Business. Second ed.; New York: McGraw-Hill, 1953. Pp. xiii+-968. $8.00. 


This new edition, which is 200 pages shorter than the first edition published 
in 1939, aims at a more complete and intensive treatment of fewer subjects. 
The fields included are: persons, torts, contracts, legal form of the business 
unit, market relations, and financial relationships. The appendix contains the 
four uniform statutes concerned with sales, bills of lading, negotiable instru- 
ments, and stock transfers. 


Your Money’s Worth. Washington, D.C.: Byron Motion Pictures, 1953. 


This is a 16-mm sound motion picture in full color (running time, 38 minutes) 
which may be borrowed at no cost from any Federal Reserve Bank. The film, 
which was originated by the Federal Reserve Bank of Richmond, is concerned 
with the preservation of the value of the dollar, and is being used by professors 
of money and banking as a teaching aid. 
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Princeton University Press 


The Frontiers of Economic Knowledge 


Essays by ARTHUR F. BURNS, chairman of President 
Eisenhower’s Council of Economic Advisers 


Sixteen of Dr. Burns’ best essays focused on the theme of eco- 
nomic growth and fluctuations. This collection gives the first round- 
ed picture of the author’s thinking on such timely, and yet funda- 
mental, questions as the dependability of economic forecasting, the 
limits of America’s productive capacity, the stability of consumer 
spending, business cycles, changes in income distribution, new 
habits of saving, and trends of production. Published for the National 
Bureau of Economic Research. 377 pages. $5.00 


The Volume of Corporate Bond Financing 
Since 1900 By W. BRADDOCK HICKMAN 


This book makes available for the first time interrelated statistics 
on the role of capital market in financing American enterprise. “An 
exceedingly valuable book for those concerned with security market 
movements and the forces that make up our economy.” —N.Y. Times. 


460 pages. $7.50 


Speculative and Flight Movements of Capital 


in Postwar International Finance 
By ARTHUR I. BLOOMFIELD 


A clarifying analysis of the causes, mechanics, and effects of a 
disturbing phenomenon—capital flows springing from expectations 
of an exchange rate adjustment (speculative) or from war, economic 


collapse, etc., or anticipations thereof (flight)—with conclusions as 
to how best to combat such flows. 


Published for the International Finance Section, Princeton Uni- 
versity. 96 pages. Paper. $1.00 


Order from your bookstore 
PRINCETON UNIVERSITY PRESS 
Princeton, New Jersey 
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